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BUSINESS ACTIVITY TAX SIMPLIFICATION 
ACT OF 2011 


WEDNESDAY, APRIL 13, 2011 

House of Representatives, 

Subcommittee on Courts, 

Commercial and Administrative Law, 

Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to call, at 1:34 p.m., in room 
2141, Rayburn Office Building, the Honorable Howard Coble 
(Chairman of the Subcommittee) presiding. 

Present: Representatives Coble, Gowdy, Gallegly, Franks, Cohen, 
Watt, Quigley and Conyers. 

Staff present: (Majority) Travis Norton, Counsel; John Hilton, 
Counsel; John Mautz, Counsel; Allison Rose, Professional Staff 
Member; Ashley Lewis, Clerk; (Minority) James Park, Sub- 
committee Chief Counsel; Norberto Salinas, Counsel; and Ann 
Woods Hawks, Professional Staff Member. 

Mr. Coble. The Subcommittee will come to order. 

We have two panels today. The first includes two long time 
friends from the — from my neighbor to the north, Virginia, Rep- 
resentative Bob Goodlatte who represents the Roanoke area, and 
the Valley, I presume. Bob. And Representative Bobby Scott who 
represents the Tidewater area, primarily. Good to have both of you 
here. 

I know Mr. Goodlatte — good to see you, Mr. Cohen. 

Mr. Cohen. Good to be seen. 

Mr. Coble. Mr. Goodlatte I know has embraced this along with 
Representative Boucher when he was here, and now Mr. Scott has 
taken up the case so we have two formidable allies before us. We 
will be glad to recognize each one of you for 5 minutes, if possible. 

Mr. Goodlatte, we’ll start with you. 

TESTIMONY OF THE HONORABLE BOB GOODLATTE, A REP- 
RESENTATIVE IN CONGRESS FROM THE STATE OF VIRGINIA 

Mr. Goodlatte. Mr. Chairman, thank you very much and Rank- 
ing Member Cohen and Members of the Subcommittee. I appreciate 
being invited to testify today about the “Business Activity Tax Sim- 
plification Act” which I introduced with my friend and Virginia col- 
league, Representative Scott. 

This legislation will provide a “bright line” test to clarify state 
and local authority to collect business activity taxes from out of 
state entities. Many states and some local governments levy cor- 
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porate income, franchise and other taxes on out-of-state companies 
that conduct business activities within their jurisdictions. While 
providing revenue for states, these taxes also serve to pay for the 
privilege of doing business in a state. 

However, with the growth of the Internet, companies are increas- 
ingly able to conduct transactions without the constraint of geo- 
political boundaries. The growth of the technology industry, and 
interstate business-to-business and business-to-consumer trans- 
actions raise questions over where multistate companies should be 
required to pay corporate income and other business activity taxes. 

Over the past several years a growing number of jurisdictions 
have sought to collect business activity taxes from businesses lo- 
cated in other states, even though those businesses received no ap- 
preciable benefits from the taxing jurisdiction. This has led to un- 
fairness and uncertainty, generated contentious, widespread litiga- 
tion and hindered business expansion as businesses shy away from 
expanding their presence in other states for fear of exposure to un- 
fair tax burdens. 

We need a basic, fair, bright line rule in this area. Previous ac- 
tions by the Supreme Court and Congress have laid the ground- 
work for such a bright line rule. In the landmark case of Quill Cor- 
poration versus North Dakota, the Supreme Court declared that a 
state cannot impose a tax on an out-of-state business unless that 
business has a “substantial nexus” with the taxing state. However, 
the Court did not define what constituted a “substantial nexus” for 
purposes of imposing business activity taxes. 

In addition, over 50 years ago Congress passed Public Law 86272 
which set clear, uniform standards for when states could and could 
not impose certain taxes on out-of-state businesses when the busi- 
nesses activities in the state were nominal and only involved the 
solicitation of orders for sales of tangible property. However, the 
scope of Public Law 86272 only extended to activities related to 
tangible personal property. Our Nation’s economy has changed dra- 
matically over the last 50 years and this outdated statute needs to 
be modernized. 

The Business Activity Tax Simplification Act updates the protec- 
tions of Public Law 86272 to reflect the changing nature of our 
economy by expanding the scope of those protections from just tan- 
gible property to include intangible property and services. 

In addition, our legislation establishes a clear, uniform physical 
presence test such that an out-of-state company must have a phys- 
ical presence in a state before the state can impose corporate net 
income taxes and other types of business activity taxes on that 
company. 

In our current challenging economic times, it is especially impor- 
tant to eliminate artificial government-imposed barriers to small 
businesses. Small businesses are crucial to our economy and ac- 
count for a significant majority of new product ideas and innova- 
tion. Small businesses are also central to the American dream of 
self-improvement and individual achievement which is why it is so 
vital that Congress enact legislation that reduces the excessive and 
often duplicative tax burdens that hinder small businesses and ul- 
timately overall economic growth and job creation. 
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Unfortunately small businesses are often the hardest hit when 
aggressive states and localities impose excessive tax burdens on 
out-of-state companies. These businesses do not have the resources 
to hire the teams of lawyers that many large corporations devote 
to tax compliance and they are more likely to halt expansion to 
avoid uncertain tax obligations and litigation expenses. 

The clarity that the Business Activity Tax Simplification Act will 
bring will ensure fairness, immunize litigation and create the kind 
of — minimize litigation and create the kind of legally certain and 
stable business climate that frees up funds for businesses of all 
sizes to make investments, expand interstate commerce, grow the 
economy and create new jobs. 

At the same time, and it’s important to emphasize, this legisla- 
tion will protect the ability of states to ensure that they are fairly 
compensated when they provide services to businesses that do have 
physical presences in the state. In addition, the legislation ex- 
pressly protects the ability of states to use all tools at their dis- 
posal to aggressively combat illegal activities, sham transactions 
and other abuses. 

Thank you again for the opportunity to speak to the Committee 
today. 

[The prepared statement of Mr. Goodlatte follows:] 
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TESTIMONY OF CONGRESSMAN BOB GOODLATTE 
SUBCOMMITTEE ON COURTS, COMMERCIAL AND 
ADMINISTRATIVE LAW 
HEARING ON THE 

“BUSINESS ACTIVITY TAX SIMPLIFICATION ACT” 

APRIL 13, 2011 

Chairman Coble, Ranking Member Cohen and members of the Subcommittee, thank you 
for inviting me to testify today about the Business Activity Tax Simplification Act, which I 
introduced with my friend and colleague Representative Bobby Scott of Virginia. This 
legislation will provide a “bright line” lest to clarify state and local authority to collect business 
activity taxes from out-of-state entities. 

Many states and some local governments levy corporate income, franchise and other 
taxes on out-of-state companies that conduct business activities within their jurisdictions. While 
providing revenue for states, these taxes also serve to pay for the privilege of doing business in a 
state. 


However, with the growth of the Internet, companies are increasingly able to conduct 
transactions without the constraint of geopolitical boundaries. The growth of the technology 
industry and interstate business-to-business and business-to-consumer transactions raise 
questions over where multi-state companies should be required to pay corporate income and 
other business activity taxes. 

Over the past several years, a growing number of jurisdictions have sought to collect 
business activity taxes from businesses located in other states, even though those businesses 
receive no appreciable benefits from the taxing jurisdiction. This has led to unfairness and 
uncertainty, generated contentious, widespread litigation, and hindered business expansion, as 
businesses shy away from expanding their presence in other states for fear of exposure to unfair 
tax burdens. 

We need a basic, fair, bright line rule in this area. Previous actions by the Supreme Court 
and Congress have laid the groundwork for such a “bright line” rule. In the landmark case of 
Quill Corp. V. North Dakota, the Supreme Court declared that a state cannot impose a tax on an 
out-of-state business unless that business has a “substantial nexus” with the taxing state. 
However, the Court did not define what constituted a “substantial nexus” for purposes of 
imposing business activity taxes. 

In addition, over fifty years ago. Congress passed Public Law 86-272, which set clear, 
uniform standards for when states could and could not impose certain taxes on out-of-state 
businesses when the businesses’ activities in the state were nominal and only involved the 
solicitation of orders for sales of tangible property. However, the scope of Public Law 86-272 
only extended to activities related to tangible personal property. Our nation’s economy has 
changed dramatically over the past fifty years, and this outdated statute needs to be modernized. 


1 
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The Business Activity Tax Simplification Act updates the protections in P.L. "Ab-Tll to 
reflect the changing nature of our economy by expanding the scope of those protections from j ust 
tangible personal property to include intangible property and services. 

In addition, our legislation establishes a clear, unifomi “physical presence” test such that 
an out-of-state company must have a physical presence in a state before the state can impose 
corporate net income taxes and other types of business activity taxes on that company. 

In our current, challenging economic times, it is especially important to eliminate 
artificial, government-imposed barriers to small businesses. Small businesses are crucial to our 
economy and account for a significant majority of new product ideas and innovation. Small 
businesses are also central to the American dream of self-improvement and individual 
achievement, which is why it is so vital that Congress enact legislation that reduces the tax 
burdens that hinder small businesses and ultimately overall economic growth and job creation. 

Unfortunately, small businesses are often the hardest hit when aggressive states and 
localities impose excessive tax burdens on out-of-state companies. These businesses do not have 
the resources to hire the teams of lawyers that many large corporations devote to tax compliance, 
and they are more likely to halt expansion to avoid uncertain tax obligations and litigation 
expenses. 

The clarity that the Business Activity Tax Simplification Act will bring will ensure 
fairness, minimize litigation, and create the kind of legally certain and stable business climate 
that frees up funds for businesses of all sizes to make investments, expand interstate commerce, 
grow the economy and create new jobs. 

At the same time, this legislation will protect the ability of states to ensure that they are 
fairly compensated when they provide services to businesses that do have physical presences in 
the state. In addition, the legislation expressly protects the ability of states to use all tools at their 
disposal to aggressively combat illegal activities, sham transactions, or any other abuses. 

Thank you and I look forward to any questions you may have. 
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Mr. Coble. Thank you, Mr. Goodlatte. 

And Mr. Scott, if you will suspend just a moment. The Chair 
wants to recognize the presence of Dan Freeman who served a long 
time as parliamentarian for the House Judiciary Committee. Good 
to have you with us, Dan. 

And now I’m pleased to recognize the distinguished — the other 
distinguished gentleman from Virginia, Mr. Bobby Scott. 
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TESTIMONY OF THE HONORABLE ROBERT C. “BOBBY” SCOTT, 

A REPRESENTATIVE IN CONGRESS FROM THE STATE OF 

VIRGINIA 

Mr. Scott. Thank you, Chairman Coble, Ranking Member 
Cohen, Chairman — former Chairman Conyers and other Members 
of the Committee. 

I appreciate your holding today’s hearing on the Business Activ- 
ity Tax Simplification Act introduced by my colleague from Vir- 
ginia, Bob Goodlatte and for providing me the opportunity to testify 
in support of the legislation. 

Business Activity Simplification Act or BATSA has attracted 
strong bipartisan support over the last several Congresses and I 
expect this version to attract the same amount of support. 

BATSA seeks to update a 50-year-old Federal statute that deter- 
mines when states can impose state income taxes on the sale of 
tangible personal good in the state — over the years states have 
adopted a series of business activity taxes that are proxies for state 
income tax, including gross receipts taxes, licensing arrangements 
and other changes — and other charges that states frequently seek 
to impose on out-of-state companies. 

Some states have enacted overly aggressive and often unfair 
business activity taxes. Businesses in my state have been acutely 
affected by these aggressive business activity taxes. Smithfield 
Foods, located in Congressman Forbes’ district, has had its trucks 
threatened with confiscation by New Jersey tax revenue agents 
simply for driving down the New Jersey Turnpike. Virginia based 
Capital One has joined other financial institutions in becoming 
easy prey for other states and localities seeking to increase their 
tax revenues by targeting out-of-state businesses. Other sectors of 
the Virginia economy, such as manufacturing, information tech- 
nology, franchising, media industries all have been targeted with 
overly aggressive business activity taxes in other states. 

There is an urgent need to modernize this decades-old law. 
BATSA would clarify the standard governing state assessment of 
corporate income taxes and comparable taxes on businesses. Spe- 
cifically, the bill will articulate a “bright line” physical presence 
nexus standard that includes either owning or leasing real or tan- 
gible property in the state or assigning one or more employees to 
perform certain activities in the state for more than 15 days in a 
taxable year. 

No one is arguing that the business should not be responsible for 
paying taxes where they do business. However, BATSA would en- 
sure fairness, minimize costly litigation for both state governments 
and taxpayers, reduce the likelihood of a business being double 
taxed on the same income, and create the kind of legal certainty 
and stability for business environment that encourages businesses 
to make investments, expand interstate commerce and create new 
jobs. 

More importantly, the bill would unsure that businesses continue 
to pay business activity taxes to states that provide them with di- 
rect benefits and protections. 

I appreciate the Subcommittee’s focus on this timely matter and 
look forward to working with you as we pass this important legisla- 
tion, hopefully during this session of Congress. 
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[The prepared statement of Mr. Scott follows:] 

Statement of Congressman Robert C. "Bobby" Scott 
Before the Committee on the Judiciary 
Subcommittee on Courts, Commercial and Administrative Law 
Hearing on H.R. 1439, 

The Business Activity Tax Simplification Act of 2011 
Wednesday, April 13, 2011 


Chairman Coble, Ranking Member Cohen, I appreciate you 
holding today's hearing on the Business Activity Tax Simplification 
Act introduced by my Virginia colleague Bob Goodlatte, and for 
providing me the opportunity to testify in support of this legislation. 


The Business Activity Simplification Act or BATSA has 
attracted strong bipartisan support over the last several Congresses, 
and I suspect the version introduced in this Congress will attract the 
same amount of support. 


BATSA seeks to update a 50 year old federal statute [Public 
Law 86-272] that determines when states can impose state income 
taxes on the sale of tangible personal goods in that state. 


1 
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Over the years, states have adopted a series of business activity 
taxes that are proxies for state income tax, including gross receipts 
taxes, licensing arrangements, and other charges that states 
frequently seek to impose on out of state companies. Some states 
have enacted overly aggressive and often unfair business activity 
taxes. 

Businesses in my state have been acutely affected by these 
aggressive business activity taxes. Smithfield Foods, located in 
Congressman Randy Forbes' district, has had its trucks threatened 
with confiscation by New Jersey tax revenue agents. Virginia based 
Capital One has joined other financial institutions in becoming easy 
prey for other states and localities seeking to increase their tax 
revenues by targeting out of state businesses. Other sectors of the 
Virginia economy, such as manufacturing, information technology, 
franchising, and media industries, have also been targeted with 
overly aggressive business activity taxes by other states. 
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There is an urgent need to modernize this decades old law. 
BATSA would clarify the standard governing state assessment of 
corporate income taxes and comparable taxes on a business. 
Specifically, the bill would articulate a bright-line physical presence 
nexus standard that includes either owning or leasing any real or 
tangible property in the state or assigning one or more employees to 
perform certain activities in the state for more than fifteen days in a 
taxable year. 

No one is arguing that businesses should not be responsible for 
paying taxes to states where they do business. However, BATSA 
would ensure fairness, minimize costly litigation for both state 
governments and taxpayers, reduce the likelihood of a business 
being "double-taxed" on the same income, and create the kind of 
legally certain and stable business environment that encourages 
businesses to make investments, expand interstate commerce and 


3 
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create new jobs. Most importantly, the bill would ensure that 
businesses continue to pay business activity taxes to states that 
provide them with direct benefits and protections. 

1 appreciate the Subcommittee's focus on this timely matter 
and I look forward to working with each of you to pass this 
important bill in this session of Congress. Thank you. 


4 


Mr. Coble. I thank each of you for being with us. We normally 
don’t examine Members, so I assume does anyone have questions 
for the Members? We usually — gentleman from Illinois? 

Mr. Quigley. Just for a point of clarification, how would you two 
gentlemen distinguish most of the taxes you’re talking about that, 
as you say, could be very burdensome just for driving down the 
New Jersey Turnpike, for example, and the much more controver- 
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sial aspect of the transaction tax dealing with the Internet and how 
some states and local governments are reacting to the fact that 
their retailers are closing down because so much more of those 
sales are taking place on the Internet and the shortfall that it is 
creating? 

Mr. Goodlatte. Well, if the gentleman would allow? This legis- 
lation is neutral as between bricks and mortar entities and online 
entities. You’ll find pretty much widespread business support from 
both groups. 

As you know, with relation to sales taxes online, there’s a great 
division there between those who do business within an individual 
state and required by state law, because they do have that nexus 
with the state, and entities that operate from a greater distance. 

This does not address that issue in any way, shape or form. It 
would not limit the ability of the Congress to change the — as you 
know, right now the Congress has never provided the necessary 
finding of nexus to allow a state to require a company in another 
state to collect sales taxes. They’re left with having to try to collect 
that from the individual who owes the tax and that of course is a 
too burdensome way to collect it. 

Some of us have suggested that the states should work together 
to come up with a single definition of what is taxable and perhaps 
even a single interstate sales tax so that if you’re a small business 
doing business online, you’re not talking about having to know the 
tax in not just 50 states but thousands of sub-jurisdictions that 
have add on sales taxes. So that is a separate, complicated issue 
and is not addressed here. 

Mr. Quigley. Thank you. I yield back. 

Mr. Coble. Any other questions for the Members? 

Mr. Cohen? 

Mr. Cohen. Since we have two fine gentlemen from the Com- 
monwealth, I’d like to ask you what you think Mr. Jefferson would 
think of this bill and why. 

Mr. Scott. He would think — I think he would like the bill. It’s 
a fine piece [Laughter.] 

Mr. Cohen. Great answer. 

Mr. Coble. Mr. Cohen, you asked for that one. 

Gentlemen, good to have both of you with us. 

Trey, did you have any questions? 

Mr. Gowdy. No, sir, Mr. Chairman. 

Mr. Coble. You’re excused, gentlemen. Good to be — good to have 
you with us. 

I’ll give my opening statement and then I’ll recognize Mr. Cohen 
and Mr. Conyers after that and then we’ll proceed with our other 
panel. 

Benjamin Franklin once remarked that nothing is certain in this 
world except death and taxes. But while taxes are necessary to 
fund the essential government operations, they should not be im- 
posed arbitrarily or unfairly, especially on America’s small busi- 
nesses which create the majority of jobs in this country. 

The Dormant Commerce Clause prohibits states from imposing 
taxes on entities that lack a substantial nexus to the taxing state. 
In the 1922 — strike that. In the 1992 Quill decision, the Supreme 
Court held that a state could not impose a sales or use tax on a 
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business that was not physically present in the taxing state. Since 
then some courts have held that the physical presence standard 
does not apply to the imposition of net income or other business ac- 
tivity taxes. 

As a result, each state’s standard for what constitutes substan- 
tial nexus for net income taxes varies. Some states like Texas and 
Tennessee hold that the physical presence standard applies, but 
the majority of states allow taxation of net income if there is mere- 
ly an economic nexus between the state and the taxpayer. 

Some businesses are thus faced with a lose/lose situation. They 
may hire expensive accountants and tax attorneys to decipher the 
tax laws of the states in which they transact business to determine 
whether they have tax liability, but most small businesses lack the 
resources to do this. Those that do find such resources pass the cost 
on to the consumers in the form of higher priced goods and serv- 
ices. Our small businesses can reasonably conclude that they are 
not liable to pay taxes in a state because they transact only very 
limited business there, but under this approach, if a state later 
concludes that taxes should have been paid, the business will 
owe — likely will owe penalties in addition to back taxes. 

In my opinion, there’s a substantial need for a clear rule for what 
a state may impose in net income or other business activity tax. 
H.R. 1439, the Business Activity Tax Simplification Act of 2011, 
does just that. It clarifies that a state may not impose such a tax 
on a business that lacks physical presence in the state. 

BATSA also updates a law Congress passed in 1959 which pro- 
hibits states from taxing businesses merely because they employ 
salesmen who travel to the states selling tangible goods. That was 
52 years ago. In the modern American economy services and intan- 
gible goods play a significant and larger role than they did in 1959. 
There’s no good reason, it seems to me, to discriminate between 
tangible and intangible goods in this regard, so we ought to update 
that law. 

It is important to note that BATSA does not require states or lo- 
calities to reduce their taxes, rather it gives small businesses some 
certainty about their tax liability so they can adequately budget 
their resources, and to the extent possible, create more jobs. 

This is not the first time this Committee has considered BATSA, 
but state taxation is an important issue and I am pleased to take 
it up once again. 

Again, we thank Mr. Goodlatte and Mr. Scott for having been 
with us. And I am now pleased to recognize the distinguished gen- 
tleman from Tennessee, Mr. Steve Cohen, the Ranking Member. 

[The bill, H.R. 1439, follows:] 
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I 


1 12th congress 
1st Session 


H. R. 1439 


To regulate certain State taxation of interstate commerce, and for other 
pui'poses. 


IN THE HOUSE OF REPRESENTATIVES 


April 8, 2011 

Mr. GoODTiATTE (for himself. Mr. ScOTT of Virginia, Mr, DiTNCAN of South 
Carolina, and Ms. JaoksON Lee of Texas) introduced the following bill; 
which was referred to the Committee on the Judiciary 


A BILL 

To regulate certain State taxation of interstate coininerce, 
and for other purposes. 

1 Be it enacted hy the Senate and Hoiiae of Eeprenenta- 

2 tives of the United States ofyVmerica in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act Qiaj^ be cited as the “Business Aetirtty Tax 

5 Simplification Act of 2 0 1 1 ” . 

6 SEC. 2. MODERNIZATION OF PUBLIC LAW 86-272. 

7 (a) SOLiciTATiONS With Eesi’ect to S. ae er art) 

8 TRiVNSACTIONS OP OtHEE ThAN TaNGIBI.E PERSONAL 

9 Property. — Section 101 of the Act entitled ‘An Act re- 
10 latiiig to the power of the States to impose net income 
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2 

1 taxes on income derived from interstate commerce, and 

2 authorizing studies by congressional committees of mat- 

3 ters pertaining thereto", approved September 14, 1959 

4 (15 IJ.S.C. 381 et seq.), is amended — 

5 (1) in section (a), by striking “either, or both,” 

6 and inserting “any one or more”; 

7 (2) in subsection (a)(1), by striking “by such 

8 person” and all that follows and inserting “(which 

9 are sent outside the State for approval or rejection) 

10 or customers by such person, or his representative, 

11 in such State for sales or transactions, which arc — 

12 “(A) in the case of tangible personal prop- 

13 ei'ty, filled by sliipmeiit or deliveiy from a point 

14 outside the State; and 

15 ‘‘(Tl) in flic case of all other forms of prop- 

16 erty, services, and other transactions, fulfilled 

17 or distributed from a point outside the State;”; 

18 (3) in subsection (a)(2), by strildng the period 

19 at the end and inseiling a semicolon; 

20 (4) in subsection (a), by adding at the end the 

21 following new [)ar'agrap>hs: 

22 “(3) the furnishing of information to customers 

23 or affiliates in such State, or the coverage of events 

24 or other gathering of information in such State by 

25 such person, or his representative, which information 


■HR 1439 IH 



15 


3 

1 is used or disseminated from a point outside the 

2 State; and 

3 “(4) those business activities directly related to 

4 such pei’son's potential or actual piu'cliase of goods 

5 or seivdces within the State if the final decision to 

6 purchase is made outside the Stated’; 

7 (5) Iw striking subsection (c) and inserting the 

8 following new' subsection: 

9 For purfioses of subsection (a) of this section, 

10 a person shall not be considered to have engaged in bnsi- 

11 ness activities within a State during anj^ taxable vnar 

12 merely — 

13 “(1) by reason of sales or transactions in such 

14 State, the solicitation of orders for sales or trans- 

15 actions in such State, the fui-nishing of information 

16 to customers or affiliates in such State, or the eov- 

17 erage of events or other gathering of information in 

18 such State, on behalf of such person by one or more 

19 independent contractors; 

20 “(2) by reason of the maintenance of an office 

21 in such State by one or more independent contrac- 

22 tors whose activities on belialf of such person in 

23 such State are limited to making sales or fulfilling 

24 transactions, soliciting order for sales or trans- 

25 actions, the furnishing of information to customers 
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4 

1 or affiliates, and/or the coverag’e of events or other 

2 gathering of information; or 

3 “(3) reason of the furnishing of information 

4 to an iiLdependent contractoi’ by such person anch- 

5 lary to the solicitation of orders or transactions by 

6 the independent contractor on behalf of such per- 

7 son.”; and 

8 (6) in subsection (d)(1) — 

9 (A) by inserting “or fulfilling transactions” 

10 after “selling”; and 

1 1 (11) by striking “the sale of, ta.ngiblc pcr- 

12 sonal propeidy” and inserting “a sale or trans- 

13 action, furnishing information, or covering' 

14 events, or othenrtse gathering information”. 

1 5 (b) AppijTCation op Prottibittons to Other TIust- 

16 NESS Activity T,YXb]S. — Title I of the Act entitled “An 

17 Act relating to the power of the States to impose net in- 

18 come taxes on income derived from interstate commerce, 

19 and authorizing studies by congressional committees of 

20 matters pert,aining thereto”, approved September 14, 

21 1959 (15 U.S.C. 381 et sep.), is amended by adding at 

22 the e^id the following: 

23 “Sbo. 105. For taxable periods beginning on or after 

24 Januaiy 1, 2012, the prohibitions of section 101 that 

25 apply with respect to net income taxes shall also apply 
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5 

1 with respect to each other business aethity tax, as defined 

2 in section 5(a)(2) of the lliisiness Aethity Tax Simplifica- 

3 tion Act of 2011. A State or political subdmsion thereof 

4 may not assess oi- collect any tax which by reason of this 

5 section the State or political subdmsion may not impose.”. 

6 SEC. 3. MINIMUM JURISDICTIONAL STANDARD FOR STATE 

7 AND LOCAL NET INCOME TAXES AND OTHER 

8 BUSINESS ACTIVITY TAXES. 

9 (a) In GeneraIj. — No taxing' authority of a State 

10 shall have power to impose, assess, or collect a net income 

11 tax or other business activity tax on any person relating 

12 to such person’s actraties in interstate commerce unless 

13 such person has a physical presence in the State during 

14 the taxable period with I’espect to wliich the tax is ini- 
1 .3 posed . 

16 (b) llEQLilKElVlENTS FOR PHYSICAL P 1 IESE.NCE. — 

17 (1) In general. — F or puiijoses of subsection 

18 (a), a person has a physical presence in a State only 

19 if such person’s business octmties in the State in- 

20 elude any of the following during such joerson’s tax- 

21 able year: 

22 (A) IJeing an indhidual physically in the 

23 State, or assigning one or more employees to be 

24 in the State. 
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6 

1 (B) Using the seiniees of an agent (exelnd- 

2 ing an employee) to establish or maintain the 

3 market in the State, if such agent does not per- 

4 fonn business services in the State for any 

5 other person during such taxable year. 

6 ((]) The leasing or owning of tangible per- 

7 sonal property or of real property' in the State. 

8 (2) De minimis PIIYSIGAE PIIESENCE. — For 

9 purposes of this section, the term “physical pres- 

10 enee’’ shall not include — 

11 (A) presence in a State for less than 15 

12 day's in a taxable y^ear (or a gieater number of 

13 days if provided by State law); or 

14 (11) presence in a State to conduct limited 

15 or transient business actirtty. 

16 (c) Tax'ah i; E Periods Not Consisting op' a 

17 Yeae. — I f the taxable period for which the tax is imposed 

18 is not a year, then any' requirements expressed in days 

19 for establishing physical presence under this Act shall be 

20 adjusted pro rata aceordiugly'. 

21 (d) Minimum Jurisdictional Standard. — This 

22 section prortdes for minimum jurisdictional standards and 

23 shall not be constnicd to modify, affect, or supersede the 

24 authority' of a State or any' other provision of Federal law 
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1 allomiig persons to conduct greater aethities without the 

2 imposition of tax jurisdiction. 

3 (e) Exc;eptions. — 

4 (1) Domestic business entities i\ND indi- 

5 tTDUALS DOMKTLED IN, OK RESIDENTS OF, THE 

6 STATE. — Subsection (a) does not apply with respect 

7 to — 

8 (A) a person (other than an individual) 

9 that is ineorjiorated or formed under the laws 

10 of the State (nr domiciled in the State) in wliich 

1 1 the tax is imposed; or 

12 (D) an iiidhidual who is domiciled in, or a 

13 I'esideut of, the State in which the tax is im- 

14 posed. 

15 (2) Taxation of partners and stmttjAr per- 

16 SONS. — This section shall not be construed to modify 

17 or affect any State business acthify tax liability of 

18 an owner or beneficiaiy of an entity that is a part- 

19 nership, an S coif)oration (as defined in section 

20 1361 of the Internal Tteveuue Code of 1986), a liin- 

21 ited liability company (classified as a paitnei'ship for 

22 h’ederal income tax purposes), a trust, an estate, or 

23 any other similar entity, if the entity has a physical 

24 presence in the State in which the tax is imposed. 
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8 

1 (3) Preservation of authoritae — This see- 

2 tioii shall not he constniod to modify, affoet, or sn- 

3 persede the anthorify of a State to enact a law and 

4 bring’ ari enforcement action under such law or exist- 

5 ing law ag'aiiist a person or persons or an entity or 

6 entities, inehiding but not limited to related persons 

7 or entities, that is or are engaged in an illegal aetiv- 

8 ify, a sham transaction, or an actual abuse in its or 

9 their business acthities in order to ensure a proper 

10 retlectinn of its or their tax liabilities, nor shall it 

1 1 supersede the authority of a State to require com- 

12 billed reporting. 

1 3 SEC. 4. GROUP RETURNS. 

14 If, in computing the net income tax or other business 

15 actirtty tax liability of a person for a taxable year, the 

16 net income or other economic results of affiliated persons 

17 is taken into account, the portion of such conibined or eon- 

18 solidated net income or other economic results that may 

19 b(; subject to tax by the State shall be computed using 

20 the methodolog)^ that is generally applicable to businesses 

21 conducting' sirnilai’ business activities and, if that generally 

22 applicable methodology employs an apportiomnent for- 

23 mula, the denominator or denominators of that formula 

24 shall include the aggregate factors of all persons whose 

25 net income or other economic results are included in such 
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9 

1 combined or consolidated net income or other economic re- 

2 suits and the numerator or numerators shall include the 

3 factors attributable to the state of only those persons that 

4 are themselves subject to taxation by the State pursuant 

5 to the provisions of this Act and subject to all other legal 

6 constraints on State taxation of interstate or foreign eom- 

7 nieree. 

8 SEC. 5. DEFINJTIONS AND EFFECTIVE DATE. 

9 (a) Definitions. — F or purposes of this Act; 

10 (1) Net income tax.— T he term “net income 

1 1 tax” has the meaning given that term for the pur- 

12 poses of the Act entitled “An Act relating to the 

13 p>ower of the States to impose net income taxes on 

14 income derived from interstate comnierce, and au- 

1.3 thorizing studies by eongi’cssional committees of 

16 matters pertaining thereto’', approved September 

17 14. 1959 (15 U.S.O. 381 et seq.). 

18 (2) Other business activity tax. — 

19 (A) In general. — The term “other busi- 

20 ness activity tax” means any tax in the nature 

21 of a net income tax oi’ tax measured by the 

22 amount of, or economic results of, business or 

23 related activity (^inducted in the State. 

24 (11) Exclusion. — The term “other busi- 

25 ness actmty tax” does not include a sales tax, 
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10 

1 a use tax, or a similar transaction tax, imposed 

2 on the sale or aoquisitioii of goods or scTOoes, 

3 whether or not denominated a tax imposed on 

4 the privilege of doing business. 

5 (3) Person. — The term ‘‘person" has the 

6 moaning given such term by section 1 of title 1 of 

7 the I'nited States Code. Each corporation that is a 

8 member of a group of affiliated coiporations, wheth- 

9 er unitarj^ or not, is itself a separate “person." 

10 (4) State. - The term “State" means any of 

11 the several States, the District of Columbia, or any 

12 ten-itoiy or possession of the United States, or any 

13 political subdivision of any of the foregoing. 

14 (5) Tangible person at. property. For pur- 

15 poses of section 3(h)(1)(C), the leasing or owning of 

16 tangible personal property does not iiielude the leas- 

17 ing- or licensing of computer software. 

18 (b) Eepective Date. — This Act shall apply with re- 

19 spect to taxable peiiods beginning on or after Januaiy 1, 

20 2012 . 
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Mr. Cohen. Thank you, Mr. Chairman. Three years ago the sub- 
committee on Commercial and Administrative law held a hearing 
on legislation substantially similar to this bill, H.R. 1439, the 
“Business Activity Tax Simplification Act of 2011.” At that time I 
noted the issues that BATSA was trying to address were complex 
ones. What should be the proper scope of a state’s authority to im- 
pose a corporate income tax or other similar tax on a particular 
company based on the company’s business activity in that state? 
What role should Congress play in defining that scope? And those 
were the primary issues. 

The constitution requires a sufficient nexus to exist between a 
state and a business’ in-state activity in order for that state to be 
able to tax that business. The Supreme Court, however, has been 
ambiguous as to what that nexus is in the business activity tax 
context. 

In 2008 I heard what I thought were some valid concerns ex- 
pressed about the adoption of a physical presence standard as the 
only determinative of whether a given business had sufficient 
nexus with a state for business activity tax purposes. I also called 
upon interested stakeholders to use the bill’s introduction as an op- 
portunity to reach a consensus on a clear and uniform national 
standard for state taxation of business activity. Unfortunately that 
does not seem to be what has occurred in the intervening time. So 
here we are. 

I agree with proponents of H.R. 1439 that a uniform national 
standard that determines when a state can tax business activity 
will provide useful clarity and reduce the cost of doing business. 
But by expanding the limitations on taxable business activity 
under Federal law, and by once again adopting physical presence 
in a state as the sole basis for what a state tax business activity, 
I am concerned that H.R. 1439, if enacted would cost states to po- 
tentially lose billions of dollars in tax revenue that they should be 
entitled to. This revenue loss in turn threatens to undermine crit- 
ical state and local government services and adversely impact em- 
ployees. 

The physical presence standard concerns me, because it appears 
to be too restrictive, does not fully capture business activity that 
a state legitimately, constantly should be able to tax. Adoption of 
the physical presence standard threatens to prohibit taxation of ac- 
tivities that currently states can tax. 

The standard limits the scope of a state’s authority to impose a 
corporate income tax or other business activity in one of three situ- 
ations. Where business is physically present in the state or is as- 
signed one or more employees in the state. Secondly, where the 
business uses the service of an agent to establish or maintain the 
market in a state. Or, the business leases or owns tangible per- 
sonal or real property in the state during the relevant tax year. 

I fear that this narrowly crafted standard allows businesses sim- 
ply to game the system, by for example, making all employees inde- 
pendent contractors or allowing banks to conduct online businesses 
in all states while avoiding taxes on such activity, because they 
lack tangible property in most states. 

I feel like a TV show with background action. It’s very difficult. 
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Worse yet, according to a Congressional Budget Office cost esti- 
mate prepared in 2006 for an earlier, but substantially similar 
version of BATSA, the act would concentrate 70 percent of revenue 
losses in just ten states. One of those states would be Michigan, 
home of the Wolverines. Another would be Texas. Whatever. And 
the other is Tennessee, that matters. 

I noted that at least one alternative to physical presence as a 
uniform standard has been proposed by the Multistate Tax Com- 
mission. I do not take a view on the merits of that alternative pro- 
posal. I simply note that — and reiterate my point from 3 years ago, 
which is that while uniform standard of business activity taxes and 
the clarity and certainty it provides are valuable, that uniform 
standard must be one that is fair to all who would be impacted. 
H.R. 1439 does not appear to meet that goal. 

With that, I yield back the remainder of my time. 

Mr. Coble. And I apologize to you, Mr. Cohen, for having talked 
behind your back. We had to get some preliminaries out of the way. 

Mr. Cohen. It was the physical dance I had to do which was 
more difficult [Laughter.] 

But there was the challenge, and I appreciate rising to their 

Mr. Gowdy. Physical presence. 

Mr. Cohen [continuing]. Right, it was physical presence. 

Mr. Coble. The distinguished gentleman from South Carolina 
has no opening statement. 

Mr. Conyers, the distinguished gentleman from Michigan is rec- 
ognized for 5 minutes. 

Mr. Conyers. Thank you. Chairman Coble. 

Ladies and gentleman, imposing a physical presence standard 
would drastically alter the taxing landscape as we know it. With 
respect to past legislation similar to this, surveys have estimated 
that lost state tax revenues might be as high as $8 billion in the 
first year following enactment, and that was an estimate from sev- 
eral years ago. The impact might be even more damaging now. 

If this legislation has a similar negative impact on the states I 
wonder how any of us can support it. The states are already get- 
ting Federal budget cuts all over the place and now we want to 
make sure that we increase the stress and the dire circumstances 
that they find themselves in. This is legislation that might possibly 
eviscerate some state revenues. We would, in effect, be turning our 
back once again on state governments. We would be forcing state 
governments to eliminate valuable governmental programs and 
services and furlough dedicated government workers, some are al- 
ready doing it. We should shudder at the impact of a potential loss 
of $8 billion on top of the lost tax revenue base the states have suf- 
fered in the last few years. 

I don’t know if there is support enough to pass a legislative 
measure which would undercut states’ abilities to tax activity with- 
in its borders. In this case. Congress should not step in and impose 
a damaging physical presence standard for activities which a state 
may have the constitutional right already to tax. 

An $8 billion loss to the states which have already suffered ex- 
tensively during this economic downturn, would further hamper 
economic — the economic rebound that people keep looking and hop- 
ing and praying will occur. And when you consider the Federal cuts 
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to state and local assistance, which the Ryan budget will obviously 
lead to, our state and local governments would be suffering, in my 
view unnecessarily, for years to come. 

So while Congress must ensure that the states do not burden 
interstate commerce through their taxing authority, the authority 
of states to tax activity within their borders must be respected. 
Why not? And unfortunately the proposal that we are examining 
does not seem to balance these competing interests. 

And with that. Chairman Coble, I return any unused time. 

Mr. Coble. I thank the gentleman. 

I am told that there will be an imminent vote on the floor in a 
matter of minutes, but we will go ahead and start. 

I will invite the witnesses, if they will assume their seated posi- 
tion at the table and I will introduce the witnesses. 

We have a very favorable group of three panelists who will be us 
today. 

Mr. Corey L. Schroeder is vice president and chief financial offi- 
cer of Outdoor Living Brands, a multi-brand franchise company 
dedicated to products and services within the outdoor living mar- 
ket. As VP and CFO of Outdoor Living Brands, Mr. Schroeder is 
responsible for the financial reporting and management of the busi- 
ness overseeing franchise compliance matters and working to sup- 
port the strategic direction of the company. 

Prior to the formation of Outdoor Living Brands, Mr. Schroeder 
served as vice president and CFO of U.S. Structures, Inc., also a 
franchise company. 

Mr. Schroeder holds a bachelors degree in business administra- 
tion with a concentration in finance from the University of Rich- 
mond and a masters degree in accounting from the College of Wil- 
liam and Mary. He also holds a designation of chartered financial 
analyst. 

Our second witness is Mr. Bruce Johnson who is the Utah gov- 
ernor — in 2009 Utah Governor Gary Herbert appointed Bruce 
Johnson to serve as chairman of the Utah State Tax Commission. 
He has been a commissioner since 1998. The Tax Commission has 
the constitutional duties to administer all — and supervise all the 
tax laws of the state, including property tax, income tax, franchise 
tax, sales tax and all miscellaneous taxes. 

Prior to his appointment, Mr. Johnson litigated numerous tax 
disputes as a private attorney and as a trial attorney for the Tax 
Division of the United States Department of Justice. 

He’s a CPA and holds a degree in accounting from the University 
of Utah. Mr. Johnson also served on numerous boards and testified 
before legislative bodies. He was, as well, the founding national co- 
chair of the Streamlined Sales Tax Project. 

Our final witness today, Mr. Joseph Henchman. Mr. Henchman 
is a tax counsel and director of state projects at the Tax Founda- 
tion a nonprofit organization dedicated to educating taxpayers 
about all aspects of tax policy. He joined the Tax Foundation in 
2005. 

Mr. Henchman’s analysis of fiscal trends, constitutional issues 
and tax law developments has been featured in numerous print 
and electronic media, including The New York Times, The Wall 
Street Journal, CNN and Fortune magazine. 
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Of particular relevance to this hearing, in 2007 Mr. Henchman 
published an article in a popular state sales periodical entitled, 
“Why the Quill Physical Presence Standard Should Not Go Away — 
Should Not Go the Way of Personal Jurisdiction.” 

Mr. Henchman was graduated from the University of California 
at Berkley with a degree in political science and a law degree from 
the George Washington University. 

Gentlemen, good to have you with us. We operate on a 5-minute 
rule, gentlemen. The panel before you, the green light will expire 
at the conclusion of 4 minutes. And you will see an amber light 
then which is your notice to — if you can start wrapping up at that 
time we would be appreciative. And we try to apply that 5 minute 
rule to us as well on this side of the podium. 

Mr. Schroeder, why don’t you start us off? 

TESTIMONY OF COREY SCHROEDER, VICE PRESIDENT AND 

CFO, OUTDOOR LIVING BRANDS, INC. (RICHMOND, VA), ON 

BEHALF OF THE INTERNATIONAL FRANCHISE ASSOCIATION 

Mr. Coble. Mr. Schroeder, I know either your mic is not on or 
is not close to you. 

Mr. Schroeder. How is that? 

Mr. Coble. That’s better. 

Mr. Schroeder. Thank you. Thank you again for providing me 
the opportunity to voice my support for the Business Activity Tax 
Simplification Act of 2011. And thank you also to Congressmen 
Scott and Goodlatte, from my home state of Virginia, for intro- 
ducing the bill. 

I’m speaking today on behalf of Outdoor Living Brands located 
in Richmond, Virginia. We currently operate three franchise brands 
with 181 locations in 34 states and have 28 employees. 

I’m also here today on behalf of the International Franchise As- 
sociation, the largest and oldest franchising trade group rep- 
resenting more than 90 industries, more than 13,000 members na- 
tionwide. And according to a study done for the IFA by Price 
Waterhouse Coopers, there are over 825,000 franchise businesses 
across 300 different business lines providing nearly 18 million 
American jobs and generating over $2.1 trillion for the American 
economy. 

The Business Activity Simplification Act of 2011 addresses a sig- 
nificant issue within the franchise community relating to state in- 
come tax reporting. Franchise businesses face a very confusing and 
ever changing set of rules regarding the obligation to file state cor- 
porate income taxes. The primary issue is the different and chang- 
ing definitions of nexus to establish — established with various 
states for our business activities. 

Once nexus is established we must begin filing state corporate 
income tax returns for that portion of our revenue that we generate 
from that state. Like Outdoor Living Brands, most franchisors do 
not own any real property in the states which our — in which our 
franchisees operate. We only have, in my case, a physical presence 
in the State of Virginia. 

However, central to the concept of our business in franchising is 
the relationship with our franchisees and primarily our shared 
trade identity of our brand. We license that trade identity and that 
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intellectual property and business plan to local entrepreneurs, as 
well as support them in growing and building their business and 
providing jobs in their local markets and their various states. 

Many states, however, now are concluding that the very exist- 
ence of our brand and our intellectual property or even the physical 
existence of our training manuals in their states is establishing 
nexus. And I understand the desire for states, in this fiscal envi- 
ronment, to need to generate and want to generate revenue from 
out-of-state businesses, however, the local outcome of this view on 
nexus, for a company like Outdoor Living Brands, is that we would 
file 34 different state tax returns and less than 10 percent of our 
revenue would be taxed in the state of Virginia where we operate. 

Franchising is already a very heavily regulated business model 
and my small firm spends close to $100,000 a year in legal, ac- 
counting and tax advisory fees. It does not — that does not include 
the time of myself or the folks on my team, and these are precious 
resources that we would like to be using to help grow our 
franchisees and our businesses. 

Currently my firm files income taxes in six states. With various 
nexus and standard enforcement practices changing I expect the 
costs and administrative burden of this particular issue to continue 
to grow. My most recent experiences with it was with the State of 
South Carolina and Minnesota who hoth sent me business activity 
questionnaires. These lengthy questionnaires, to which I answered 
no to almost every activity described, were in the end determined 
that it was simply the existence of my franchise agreement and the 
royalty revenue derived in that state that required nexus and I had 
to file several years of past returns. 

One state in particular. South Carolina, a South Carolina rev- 
enue agent described for me how he found our business by creating 
a mass mailing list of franchise companies like mine, using a mar- 
keting website service that the franchising industry it commonly 
uses to sell franchises. 

As a franchisor I have very little visibility on what the nexus 
rules are in each state and when they change and why they 
change. And South Carolina’s activity was based on a court case 
that happened in that state. 

Iowa just recently announced a similar change due to a court 
case. And I expect I will be getting a questionnaire from them and 
I will deal with them in — as the questionnaire comes up. 

And this raises the issue of managing this issue. For a small 
business like mine, managing this issue is rife with uncertainty 
created by this environment. I could proactively engage another tax 
advisor and have them go seek out all the 34 states where I have 
franchisees and determine which ones would have nexus with me. 
I am sure that the states would gladly agree that I have nexus. 
And then I could pay that tax advisor even more to continue to fill 
out more and more tax returns in the various states. 

I could be passive, which is what I think most franchisors in my 
situation do, where we wait for the next franchise activity question- 
naire to come in and we respond to it accordingly. 

To sum up, earlier in my career I worked in investment banking 
and I advised a number of private businesses in a lot of different 
industries with far broader business activities in different states 
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than what we experience in franchising. And franchising is the 
only business I have come across where we face this level of com- 
plexity and this burden of state tax compliance. 

So, I hope this testimony has been helpful in illustrating the dif- 
ficulty that franchise businesses face across the country related to 
this. And I hope we can work together to pass the Business Activ- 
ity Simplification Act. 

Thank you. 

[The prepared statement of Mr. Schroeder follows:] 

Franchising 
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Statement of Corey Schroeder 
Vice President & CFO, Outdoor Living Brands, Inc. 

United States House of Representatives 
Subcommittee on Courts, Commercial and Administrative Law 

April 13,2011 

Good afternoon Chairman Coble, Ranking Member Cohen, and members of the 
subcommittee. My name is Corey Schroeder, and I am grateful for the opportunity to speak 
today in support of the Business Activity Tax Simplification Act of 201 1, or “BATSA,” and the 
specific impact the current state income tax reporting environment has on my company, Outdoor 
Living Brands and on franchise businesses in general. 

I am the Vice President and Chief Financial Officer of Outdoor Living Brands, Inc., 
which is located in Richmond, Virginia and was formed in 2008 to acquire franchise businesses 
in the outdoor living category. We currently operate three brands representing 181 franchise 
locations in 34 states. Despite this reach, we are a small business with $4.6 million in revenue 
and only 28 employees. 

During my remarks today, I will highlight why small businesses require a federal solution 
to bring greater certainty to compliance with state tax laws. I will share with you the experience 
of our company in navigating the unpredictable nature of state nexus decisions across multiple 
jurisdictions. Finally, 1 will provide insight into how the uncertainty of these nexus decisions 
impact the hundreds of thousands of franchise businesses in the United States. 

Our franchise system is an active member of the International Franchise Association 
(IF A). As the largest and oldest franchising trade group, the IFA’s mission is to safeguard the 
business environment for franchising worldwide. The IFA represents more than 90 industries. 
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including more than 1 1,000 franchisee, 1,100 franchisor, and 575 supplier members nationwide. 
According to a study conducted by PwC for the IFA Educational Foundation, there are over 
825,000 franchise businesses across 300 different business lines providing for nearly 18 million 
American jobs and generating over $2. 1 trillion to the U.S. economy. 

Franchised businesses play an important role in the economic health of the U.S. 
economy, and they are poised to help lead the economy on the path to recovery. The IFA 
Educational Foundation report shows that the franchise industry consistently outperforms the 
non-franchised business sector, creating more jobs and economic activity in local communities 
across the country. Franchising grew at a faster pace than many other sectors of the economy 
from 2001 to 2005, expanding by more than 18 percent. During this time, franchise business 
output increased 40 percent, compared to 26 percent tor all businesses. 

The franchise model allows companies like Outdoor Living Brands to grow our business 
concepts in communities across the country by partnering with local entrepreneurs that invest in 
and operate their own small businesses. As the franchisor we provide a business concept and 
operating plan, a brand, licensing of intellectual property in the form of trademarks and copy 
writes, as well as ongoing training and operational support to our franchisees. Our objective is to 
serve each local community with our services and help our franchisees build successful small 
businesses that create jobs. 

Outdoor Living Brands an Illustration 

This legislation would address a significant issue within the franchising community 
related to state income tax reporting. The primary issue facing franchisors are the confusing and 
ever changing rules governing the establishment of tax nexus based on business activities in each 
state. 
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When nexus is determined to exist, a franchisor is required to file state corporate income 
taxes based on the apportioned earnings derived from franchisees in that state. Creating a 
consistent definition of what constitutes nexus would greatly simplify tax reporting obligations 
for franchise companies and reduce a significant area of confusion, uncertainty and 
administrative cost. 

While Outdoor Living Brands and franchise companies like ours have franchise locations 
in many states we do not have operations in those states. Outdoor Living Brands is a company 
incorporated in the Commonwealth of Virginia. Our physical presence, the development of our 
brand, the development and training of new franchisees, the support of existing franchisees - 
everything that makes us a franchisor - takes place in Virginia. The only assets we have in the 
various states are our franchise agreements, the contract that governs the terms of the 
relationship between us and our franchisees. 

Certain states through legislation or recent court rulings have begun to recognize the 
mere existence of these franchise agreements and the use of our intellectual property or even the 
physical existence of our training manuals in their states as establishing nexus. 1 understand the 
desire of state tax agencies to generate revenue from out of state businesses from the royalty and 
licensing revenue derived from those states, especially in the current fiscal environment. 
However, the logical outcome of this view is for a small company such as Outdoor Living 
Brands, which conducts materially ail of its business in the state of Virginia, would pay less than 
1 0% of our state corporate income taxes to Virginia. Add to thi s the admini strative and cost 
burden of filing 34 state tax returns and more as we expand to new states. 

As a franchise business we are already a highly regulated business. Our franchise 
offering is prepared in accordance with the rules set by the Federal Trade Commission. Further, 
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we must comply with additional rules set in certain states. We currently file a franchise tax 
return in Texas and we have to report on our franchisees’ sales tax activity to the State of New 
York (a recent development). Finally, due to nexus rules w'e must file state income tax returns in 
Virginia, Ohio, North Carolina, Arizona, South Carolina, and Minnesota. The filing fees and 
expenses for audit, legal, and tax services approaches $100,000 per year. That does not include 
any allocation of my time or the time of our staff to prepare these various filings each year. 

Without reform such as that provided by the Business Activity Tax Simplification Act the 
financial and administrative burden associated with tax compliance will continue to grow. This 
issue diverts resources vital to our business’ ability to grow and support our franchisees. 

Outdoor Living Brands provides an illustration of how this issue has grown in complexity 
in recent years. Our business has growth through the acquisition of our three brands. Through 
those transactions we acquired operations in Virginia, North Carolina, and Ohio. We have since 
ceased operations in North Carolina and Ohio but our nexus in those states remains for some 
reason. 

Nexus with Arizona, Minnesota, and South Carolina is established purely through the 
existence of our franchise locations in those states. Most recently South Carolina in 2007 and 
Minnesota in 2008 established nexus with us through a questionnaire process. Revenue 
departments from those states sent Outdoor Living Brands a lengthy business activity 
questionnaire. After checking ‘No’ to almost every business activity described in the 
questionnaire it was determined that the existence of our franchisees was sufficient to establish 
nexus. We were required to file several years of past due tax returns. If we complied within a 
specified period of time we could have penalties and interest reduced. The South Carolina 
questionnaire was driven by a then recent court decision, prior to which our company did not 
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have nexus. I never had any awareness of the nexus with Minnesota until the questionnaire 
process. 

Hopefully, you can see the uncertainty facing franchise businesses surrounding this issue. 
We do not know with which states we have nexus or why. Further, we have no effective way of 
determining when those rules change or why. 

As a franchise executive 1 have several ways to manage this issue. The first is to allocate 
even more of my scarce financial and management resources to proactively determine nexus 
status with each state. Likely, I would hire a tax consultant to research the remaining twenty- 
seven states where we have franchisees to explore if our business activity establishes nexus. 1 
expect the states would err on the side of establishing nexus and I will then hire that tax 
consultant to file tax returns in those states. As you can imagine this is not an attractive 
approach for a small business like ours. Alternatively, 1 can take a passive approach and wait 
until the next business activity questionnaire arrives and start the process with that state, likely 
adding them to my roster of state income tax filings. The last option which some small business 
owners have suggested is to ignore the questionnaires and hope that the states are busy enough 
with larger companies (or those that responded) to overlook them for a couple of years. 

Impact on Larger Franchising Business Community 

While the United States Supreme Court, through its ruling in Quill Corp. it North 
Dakota, justified the prohibition of states forcing out-of-state corporations to collect certain taxes 
unless it had established a physical presence in the taxing state, states have in recent years 
ignored the ruling and begun establishing an economic nexus standard for taxation. This has 
created tremendous hardships and confusion for all businesses that use the franchise business 
model to expand their brand. 
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Most franchisors own no property in the state in which their franchisees operate, do not 
maintain offices there, and employ no residents of those states. A franchisor’s employees may 
make occasional visits to its franchisee’s place of business to assist the franchisee in opening his 
or her business and to inspect the franchisee’s performance and furnish training advice and 
guidance, but the duration of such visits normally is limited to a few hours or days. The services 
that a franchisor furnishes to its franchisees, and communication among a franchisor and its 
franchisees, are implemented almost entirely at the franchisor’s principal offices and through 
interstate communications media. 

Most franchisors do not rely on the states of their franchisees’ domicile for any services 
and impose no costs on those states. Meanwhile, like any other enterprise domiciled in a state, a 
franchisee operating there would pay taxes, be involved in supporting community activities, and 
create economic opportunities for employees and suppliers who would directly benefit from the 
existence of the enterprise. 

Enactment of BATSA is important to the franchise business community because of the 
business relationship between a franchisor and its franchisees. Central to that relationship is a 
shared trade identity. That shared trade identity is established and maintained by the franchisor’s 
license of its trademark, trade dress, and other intellectual property to each of its franchisees. 
Thus, each of the hundreds of thousands of franchise relationships that exist in the U.S. involves 
a license of intangible property. The great majority of those licenses cross state lines. 

Franchise brands exist across a multitude of political boundaries in most franchise 
systems, but the franchisor is often a single entity with a clearly defined corporate residence. 
Some state revenue officials and, increasingly, legislators view the presence of a franchised 
outlet of a national or regional brand in their state as sufficient for the establishment of an 
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economic, rather than a physical, nexus of the out-of-state franchisor. It has been incorrectly 
argued that the mere presence of intangible property in their jurisdiction satisfies the “substantial 
nexus” requirement under the Commerce Clause for the imposition of state income and related 
business activity taxes. 

In December, the Iowa Supreme Court issued a troubling ruling in the case of KFC 
Corporation v. Iowa Department of Revenue. The ruling held that the U.S. Supreme Court 
would likely find that the intangibles that KFC licensed to its Iowa franchisees “would be 
regarded as having a sufficient connection to Iowa to amount to the functional equivalent of 
‘physical presence.’” This functional -equivalency test goes beyond related case law and is of 
questionable basis. The physical-presence test is a bright-line test that cannot be met through the 
“presence” of intangible property in a state. It is difficult to reconcile the Iowa Supreme Court’s 
holding with this test, adding another layer of confusion for companies that are trying to properly 
assess their tax exposure. Such actions at the state level radically expand the classes of persons, 
relationships, and transactions potentially subject to state income taxation, and threaten the 
livelihoods of hundreds of thousands of entrepreneurs who have chosen franchising as the route 
to small business ownership. 

The issue has enonnous implications for the businesses engaged in franchising. If 
permitted, such assessments would subject licensors of intangible property in interstate 
commerce to income taxation by every state in which goods or services exploiting the licensed 
intangible property are sold. If a tax return is not filed, no statute of limitations will limit the 
period for which taxes, interest, and penalties may be due. Such a result would represent a 
radical departure from the historical understanding of the reach of taxing authority and a 
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significant increase in the tax liability and burden of compliance of thousands of American small 
businesses. 

If every state where a franchisor has granted franchises may tax its income attributable to 
that state, non-resident franchisors will be subject to costly compliance burdens and ever- 
escalating taxes. Under these circumstances, there is no doubt that franchisors will be forced to 
consider passing this cost of business on to their franchisees by increasing the royalty fees. 

Under this scenario the party most harmed is the resident franchisee. Thus, enactment of 
BATSA is critical for thousands of businesses, including franchising companies, their 
franchisees and other licensors and licensees of intangible property across state lines. 

Conclusion 

Earlier in my career, as an investment banker, I provided professional services to dozens 
of small businesses in as many industries with far broader business activities compared to 
Outdoor Living Brands. Few other businesses face the unique complexity in state tax obligations 
as faced by franchise businesses due to the current nexus environment. The total cost of 
complying with the current state income tax environment is burdensome. The rules change 
frequently creating a great deal of uncertainty. The reforms provided by the proposed legislation 
would greatly improve these conditions for the franchise industry. 

1 want to thank the members of the Subcommittee on Courts, Commercial and 
Administrative Law for the opportunity to participate in today’s important hearing on the 
Business Aclivily lax Simplification Act. It is my hope that we can work together to pass this 
legislation to address the unnecessary hardship that thousands of franchise businesses face across 
this country when it comes to compliance with state tax laws. 

Thank you and I look forward to answering any questions you may have. 
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Mr. Coble. Thank you, Mr. Schroeder. 
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TESTIMONY OF R. BRUCE JOHNSON, CHAIRMAN, UTAH STATE 

TAX COMMISSION (SALT LAKE CITY, UT), ON BEHALF OF THE 

FEDERATION OF TAX ADMINISTRATORS 

Mr. Johnson. Chairman Coble, Vice Chairman Gowdy, Ranking 
Member Cohen and Members of the Committee, thank you for the 
opportunity to address this issue today. I am Bruce Johnson, chair 
of the Utah State Tax Commission. Today I am testifying on behalf 
of the Federation of Tax Administrators which is an association of 
tax administration agencies in each of the 50 states, the District 
of Columbia and New York City. 

This is not a greedy states versus poor taxpayer bill. This is a 
bill about large multistate businesses versus small local businesses 
and how a state can allocate its tax base and its tax burden among 
the entities doing business in the state. That is what it is about. 
It is also a bill about Federal preemption of state sovereignty and 
when it is appropriate for the Federal Government to limit a state’s 
sovereign power to raise its revenue as it sees fit through its local 
elected officials. 

We have already heard some discussion about the estimated rev- 
enue impact of this bill. The Congressional Budget Office said it 
would result in a $3 billion annual revenue loss, that’s the 2005 
predecessor of this bill. The NGA has substantially larger esti- 
mates. But that is not revenue that is going to go away, that is rev- 
enue that is going to be shifted if we can’t tax the fair share of 
interstate businesses that do business in our state. That tax is 
going to be shifted to our local businesses and our local taxpayers. 
It is going to have a devastating impact on small business. 

The U.S. Supreme Court has held that a company meets the ju- 
risdictional standard of substantial — or sufficient contacts if it is 
doing business in the state or otherwise engaged in establishing 
and maintaining a market in the state. This bill purports to estab- 
lish a physical presence standard which has never been the law for 
income taxes or business activity taxes. But I suggest it is not even 
a physical presence standard. If you look at Public Law 86-272, 
which the proponents of the bill seek to expand, 86-272 allows a 
business to have permanent employees in a state, driving company 
cars on state roads, and as long as they are not engaged in activi- 
ties other than the solicitation of sales, that physical presence has 
to be ignored and the state can’t tax that business even though it 
clearly has physical presence there. 

This bill would seek to extend that preemption not only to the 
solicitation of sales of tangible personal property, but to the solici- 
tation of services, to the solicitation of sales of intangible property, 
to the gathering of information in a state, to the furnishing of in- 
formation to customers in the state. It would say that 15 days in 
the state is not physical presence. That may be a reasonable de 
minimis test for many taxpayers, but it also says if the activity of 
the business, the physical presence is for a limited or transient 
business purpose, it can be longer than 15 days. 

Now I don’t know what a limited or transient business purpose 
is. And I don’t see how that provides clarity to our taxpayers. In 
a multi-level company that manufacturers, distributes and retails, 
is a warehouse in the state just a limited purpose? It may well be 
under this law. 
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Moreover, activities of subsidiaries can easily be ignored with a 
little bit of structuring. I had the privilege of representing tax- 
payers for over 17 years and I can tell you that under the provi- 
sions of this bill I could substantially reduce the tax obligations of 
many taxpayers in Utah that have a physical presence through 
the — merely by setting up a subsidiary, a toy company could — that 
has a 5-percent profit margin in the state could set up an intan- 
gible holding company in Delaware, charge a 2-percent royalty and 
cut its taxes in tjtah by 40 percent even though it continued to 
have a store in Utah. It could set up a 3-percent royalty and cut 
its taxes by 60 percent, even though it continued to have physical 
presence in Utah. 

I acknowledge the need for more clarity. This bill unfortunately 
is fatally flawed in many ways and I urge you to oppose the bill. 
Thank you. 

[The prepared statement of Mr. Johnson follows:] 
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STATEMENT OF 
R. BRUCE JOHNSON 

COMMISSIONER, UTAH STATE TAX COMNBSSION 


ON BEHALF OF 

THE FEDERATION OF TAX ADMINISTRATORS 
BEFORE THE 

SUBCOMMITTEE ON COURTS, COMMERCIAL AND 
ADMINISTRATIVE LAW 
OF THE COMMITTEE ON THE JUDICIARY 
UNITED STATES HOUSE OF REPRESENTATIVES 

ON 

H.R. 1439 

THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT 
APRIL 13, 2011 


Chairman Coble, Vice-Chairman Gowdy, Ranking Member Cohen and Members 
of the Subcommittee, thank you for the oppoatuiiily to address the Subcommittee 
concerning H.R. 1439, the Business Activity Tax Simplification Act (BATSA). I am 
Bruce Johnson, Conunissioner of the Utah State Tax Commission. Today, I am testifying 
on behalf of the Federation of Tax Administrators (FTA). FTA is an association of the 
tax administration agencies in each of the 50 states, the District of Columbia, and New 
York City. 

FTA strongly opposes H.R. 1439 because the bill would: 

• Result in Very significant revenue losses for the states at a time state.s can least 
afford to see their revenues shrink; 

• Reverse years of judicial precedent that are the basis for state taxation; and 

• Create tax-planning opportunities for large businesses to eliminate state taxation 
of revenues earned in a state, by substantially narrowing states’ authority to tax 
entities operating in the state. 

In addition, the proponents of the bill have failed to demonstrate a need or a plausible 
purpose fox the legislation. 
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What is the effect of BATSA on state revenues? 


The Congressional Budget Office (CBO) estimated in 2005 that the predecessors of the 
current BATSA bill, which imposed fewer restrictions on states’ taxing authority, would 
result in a $3 billion annual revenue loss, the largest unfunded mandate CBO has ever 
measured. In 2005 the National Governors Association estimated an annual range of lost 
state tax revenues from $4.7 billion to $8 billion, with a best single estimate of $6.6 
billion. 


The revenue loss estimates are currently being updated. The information available to 
date continues to indicate that the very substantial revenue losses estimated in 2005 will 
result if the current legislation is enacted into lawn 

Eight states have reported revenue loss estimates for 2010 based on the last version of 
this Act introduced in 2009. Due to the uncertainty of the actual revenue impact on their 
state, four of the responding states have provided estimates of the minimum impact and 
the maximum impact as well as their “best” estimate of the impact of the Act. The ranges 
of the annual revenue loss of the states arc as follows; 


Estimated Revenue Loss From Prior H.R, 5267 

Fiscal Year 2010 

Responding States 

Minimum Impact 

Best Estimate 

Maximum Impact 


(millions) 

California 

$45.0 

$45.0 


$45.0 

Idaho 

20.0 

20.0 


20.0 

Illinois 

90.0 

100.0 


110.0 

Kansas 

43.3 

43.3 


43.3 

Minnesota 

60.0 

66.0 


73.0 

New Jersey 

366.4 

366.4 


366.4 

New York 

589.8 

613.4 


766.8 

Oregon 

65.8 

163.4 


263.4 


In addition, the revenue loss over time appears to repeat the pattern of a rapid increase as 
businesses take advantage of the BATSA tax planning techniques. Tw'o of these eight 
states, California and New Jersey, have been able to estimate the revenue loss through 


2013. 


fiscal 

Year 

California 

New Jersey 


I (millions) | 

2011 

$135.0 

$459.5 

2012 

339.0 

559.1 

2013 

614.0 

665.7 
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How do states tax businesses now? 

States levy various forms of business activity taxes today. The most common is 
the corporation net income tax imposed in 44 states and D.C. These taxes are similar to 
federal income tax, but the rates imposed are much lower than federal, with top marginal 
rates currently ranging from 3-12%.’ Other types of business activity taxes that would 
presumably be affected by the bill include the Washington State Business and Occupation 
Tax, Ohio Commercial Activity Tax, Michigan Business Tax and Texas “Margin Tax.” 
which are general business taxes levied on gross receipts (or a variant thereof) sourced to 
a state, as well as the New Hampshire Business Enterpri,se T ax (a value added tax).^ 

Current law requires a state to establish that a business has a sufficient connection 
with the state before it may exercise its jurisdiction to impose a business activity tax. The 
state’s tax must bear a relation to the level of activity of the business in the state.’ The 
U.S. Supreme Court has held that a company meets the jurisdictional standard of 
sufficient contacts (“substantial nexus” in the words of the Court) if it is “doing business” 
in the state or otherwise engaged in “establishing and maintaining a market" in the state. 

It has also held that the tax is fairly related to the level of activity in the state if the 
multistate income of the company is apportioned among states in which the business is 
operating in a fasliion that reasonably reflects the taxpayer’s activity in the slate. 

Once jurisdiction to tax is established, state corporate income taxes generally 
operate as follows. The state tax base is federal taxable income of the taxpayer in all 
states, plus and minus certain modifications (e,g,, to exclude certain income that states 
may not constitutionally tax). The income from activities in all states is then 
“apportioned” or divided among the states in which the company operates according to a 
foimula that usually compares the corporation’s payroll, property' and sales (the factors) 
in the state with the company’s payroll, property and sales “everywhere” or in all states."* 


' “State Corporate Income Tax Rates 2000-2011, Stale Corporate Income Tax Rales, 
2011." The Tax Foundation, httpj/Ayww.jaxfoun_datipnx!:rg/l^^^^^ 

March 1,2011. 

* BATSA ctefmss a business activity tax as (1) a “a net income tax” defined as the term is used in P.L, 86- 
272, as well as “Other Business Activity' Tax - (A) IN GENERAL - The term ‘other business activity tax 
means any tax in the nature of a net income tax or tax measured by the amount of, or economic results of, 
business or related activity conducted in a state.” Other taxes that would fall under the bill include the 
ffanchise/capital stock taxes levied in a number of states, the Delaware gross receipts tax, and certain other 
“doing business” taxes. These are of lesser importance from a revenue standpoint than the corporate 
income tax Md other taxes enumerated above. 

^ See Complete Auto Transit v. Brady 430 U.S. 274 (1 977). This case sets out two other tests for state taxes 
that do not come into play in the context of BATSA. 

Gross receipts taxes are subject to the same “substantial nexus” requirement as corporate income taxes, 
but they are not apportioned according to a formula. Instead, the various transaction.s to which the tax is 
applied are “sourced” to a single jurisdiction according to certain rules, and that determines which state has 
the right to tax the transaction, provided the Jurisdictional standard is met. Gross receipts and other non-net 
income taxes are specifically not subject to P.L. 86-272 today. 
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Once the income attributable to an iiidhridual state is determined, the state’s rates, credits 
and other adjustments are applied to determine the final tax owed. 

What is being proposed? 

BATSA would greatly curtail the instate business activity that a state can tax, 
primarily in two ways: (1) it significantly narrows state taxing jurisdiction by requiring 
that an entity must have one or more of certain specifically enumerated types of physical 
presence in a state before that state could impose a business activity tax on the entity;^ 
and (2) it expands the reach and coverage of Public Law 86-272, a 1959 law intended to 
provide temporary restrictions on the ability of states to levy net income taxes on certain 
multistate businesses. This version also interferes with the recognized ability of states to 
calculate income derived &om the state where the income is attributable to members of a 
unitary business group. The combination of the changes would establish a new 
framework in federal law tliat reverses current law. The new Federal framework would 
allow large, multi-state businesses to engage in tax structuring and planning that would 
enable them to avoid a significant part, if not all, of their state tax liabilities. 

How does BATSA affect current law regarding the states’ jurisdiction to tax 
businesses operating in the state? 

BATSA is often described as “codifying the current physical presence standard” 
for state tax jurisdiction. Despite the many statements to the contrary', the physical 
presence test has never been the standard, for imposing business activity taxes on 
corporations. The U.S. Supreme Court has never held that a physical presence is required 
to meet “substantial nexus” requirement for the imposition of a state business activity tax. 
Instead, the Court has focused on requirements that the tax not discriminate, that income 
derived from tlie slate be fairly apportioned, and that the method used reflect the benefits 
derived from the state.* In the only case, the. 1992 Quill case, where the Supreme Court 
has used a physical presence test, the Court did so in order to be able to require the 
collection of state sales taxes from in-state customers by out-of-state sellers. In Quill, the 
Court specifically said it was not establishing such a requirement for other taxes. The 
BATSA legislation would, for the fii'St time, prohibit a state from imposing a business 
activity’ tax on a company doing business in the state unless the company has specifically 
enumerated types of physical presence in the state. 

Further, since Qvill, the vast majority of state appellate courts that have addressed 
thfi^ question of whether the physical-presence requirement of Quill applies outside of the 
context of sales and use taxes have ruled that it does not. Those court decisions include: 
Geoffiey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert, 
denied, 114 S.Ct 550 (1993); Comptroller of the Treasury v. SYL, 7nc., and Comptroller 
of the Treasury v. Crown Cork & Seal Co. (Delaware), Inc., 825 A.2d 399 (Md, 2003), 


* It accomplishes this by first establishing a physical presence requirement and then expanding the list of 
activities “protected” (i.e., to be disregarded in determining whether a company has a substantial ne.xus 
with the state) under P.L. 86-272. 

* ® See Complete Auto Transit v. Brady 430 U.S. 274 (1977). 
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cert, denied, 124S.Ct, 961 {2003); AAF Trademark, et al, v. Tohon, 605 S.E.2d 187 
(N.C. Ct. App. 2004), review denied Qi.C., 2005), cert, denied, 126 S.Ct. 353 (2005); 
General Motors Corp. v. City of Seattle, 25 P.3d 1022 (Wash. Ct. .App. 2001), cert, 
denied, 122 S.Ct. 1915 (2002); Kmart Properties. Inc. v. Taxation and Revenue Dept, 
No. 21,140 (N.M. Ct. App. 2001), cert, quashed (N.M., 12/29/05); Lanco, Inc. v. 

Director, Division of Taxation, 908 A.2d 176 (N.,1. 2006), cert denied, 127 S.Ct. 2974 
(U.S., 6/18/07) : Geoffrey, Inc. v, Oklahoma 'Tax Commission, 132 P.3d 632 (Okla. Ct. 
Civ. App,, 1 2/23/05), review denied (Okla., 3/20/06); Borden Chemicals and Plastics, 

LP. V. Zehnder, 726 N.E.2d 73 (111. App. Ct. 2000), appeal denied, 731 N.E.2d 762 (111. 
2000); Commissioner v. MBNA America Bank N.A., 640 S.E.2d 226 (W.V. 2006), cert, 
denied, FIA Card Services. N.A. v. Tax Commissioner of West Virginia, 127 S.Ct. 2997 
(U.S., 6/18/07); A'FCCofjj, v. Iowa Dept of Revenue, 792 N.W.2d 308 (Iowa 2010) 
Lamteo Corporation v. Dept of Revenue of the State of Washington, _ P,3d 201 1 
WL 206167 (Wash. 2011). These decisions indicate that the vast weight of the case law, 
ftoin both the U.S. Supreme Court and state appellate courts, is that the physical-presence 
requirement of Q.mtt does not apply outside of the context of sales and use taxes." 


^ A few states’ appellate coutls have gone the other way: Gillette Co. v. Dept, of 
Treasury, 497 N.W,2d 595 (Mich, Ct. App. 1993) (ruling that P.L. 86-272 did not apply 
to the single business tax, but rather, the proper test was that of Quill); Rylander, et al. v. 
Bandag Licensing Corp., 18 S.W.3d 296 CTex. Ct, App. 2000), review denied (Tex., 
2001); Acme Royalty Co. and Brick Investment Co, v. Director of Revenue, and Gore 
Enterprise Holdings, Inc, v. Director of Revenue, 96 S,W.3d 72 (Mo. 2002); and J.C. 
Penney National Bank v. Johnson, 19 S.W,3d 831 (Term. Ct. App, 1999), appeal denied 
(Tenn. 2000), cert, denied, 121 S.Ct. 305 (U.S. 2000). The latter two matters, however, 
each had a peculiar twist with regard to the nexus issue. In Acme Royalty Co. and Gore 
Enterprise Holdings, the .Missouri Administrative Hearing Commission had determined 
that the physical-presence requirement of Quill did not apply in an income tax case, and 
ruled that the income of entities holding trademarks licensed for use in Missouri was 
subject to the state’s income tax. The state Supreme Court then reversed those decisions 
with an opinion that did not use the word “nexus” or mention any constitutional issue, 
instead deciding the case on the basis of the state statute. And, in Tennessee, the Court of 
Appeals later reversed a decision that was based on the J.C. Penney decision’s 
determination regarding Quill, anti indicated that it did not rule in J.C. Penney that nexus 
could only be supplied by the physical presence of the taxpayer, stating, “Perhaps it 
would have been more accurate to say that the Supreme Court had rejected State taxes on 
interstate commerce where no activities had been carried on in the taxing state oh the 
taxpayer's behalf.” The court stated, “We know that a substantial nexus may be 
established by activities carried on within the state by affiliates and independent 
contractors, [Citing Tyler Pipe Industries v. Washington, 107 S.Ct. 281 (1987), and 
Scripto V. Carson, 80 S.Ct, 619 (I960)]. In fact, the only situation where we know that a 
substantial nexus does not exist is where the only contact with the state is by the Internet, 
mail and common carriers [Quill, Bellas Hess). Where, on the other hand, activities are 
“being conducted in the taxing state that substantially contribute to the taxpayer's ability 
to maintain operations in the taxing state,’ a substantia! nexus does exi,st,” America 
Online, Inc. v. Johnson, No. M2001-00927-COA-R3-CV (Tenn, Ct. App. 2002), 
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BATSA would also negate U.S. Supreme Court decisions that found a company 
meets the “substantial nexus” requirement by virtue of activities performed on its behalf 
by others. Specifically, the Court’s 1987 decision in Tyler Pipe Induslries, Inc. v. 
Waxkington Stale Dept of Revenue would be reversed. In Tyler Pipe, the Supreme Court 
upheld the imposition of Washington's business and occupation tax based on the use of 
an in-state sales representative, characterized as an independent contractor, to establish 
and maintain a market in the state. BATSA provides that using the services of a 
representative to establish or maintain a market in a state would constitute a sufficient 
physical presence only if such representative were an “agent” of the entity and only “if 
such agent does not perform business services in the State for any other person. , . 
BATSA efFectively knocks the legs out from under Tyler Pipe by allowing a company to 
avoid taxation in a state simply by using someone else to do its work in the state, as long 
as that contractor perfonns services for at least one other entity. The contractor may, in 
fact, be a wholly owned subsidiary of the taxpayer, so long as it performs work for 
someone else. 

Finally, the bill expands the reach of Public Law 86-272 - which now prohibits 
states from imposing a net income tax on an entity whose only contact with the state 
consists of the solicitation of sales of tangible personal properly ■ to include ail business 
activity taxes (gross receipts, value added, franchise, etc.,) and to broaden the scope of 
protected activities to include all sales, including sales of other than tangible persona! 
property, such as intangible property and services. It also extends the list of activities 
excluded from state tax under F.L. 86-272 to include the “coverage of events or other 
gathering of information” in the state if the information is used or disseminated from a 
point outside the state and activities directly related to the actual or potential purchase of 
goods and services in the state, if the purchase is approved outside the state. 


Creating a heretofore non-e.xistent physical presence standard and expanding the 
reach of P.L, 86-272 represent a substantial narrowing of state jurisdiction to tax entities 
operating in the state. 

How will BATSA create fax planning opportunities for large businesses? 

There are several features of BATSA that will be used by multistate entities to 
structure and plan their operations and transactions to avoid state tax liability. These 
features include requiring certain types of physical presence in the state, prohibiting 
consideration of the activities of contractors in the state, and expanding the scope of 
activities excluded under P.L. 86-272. These provisions have particularly insidious 
effects when coupled with certain existing state laws such as single sales factor 
apportionment, which distributes income to the state based on the percentage of sales in 
that state compared to the company’s sales in all states.® 


® Traditionally, states assigned equal weight to each of the three apportionment factors - property', pay-roll 
and sales. At the present time, 12 states employ (or allow on an optional basis) a single factor (sales) 
foniiula (i.e., sales are apportioned among the states based solely on tlie proportion of a company’s sales in 
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Together, these provisions provide a road map that a multi-state company can use 
to structure its business operations so as to avoid any state business activity tax liability. 
That is, to the extent that a company can insure that its acth'ities within a state are 
performed by someone else, do not step over the physical presence boundaries of BATS A 
or exceed the scope of protected activities under the expanded P.L, 86-272, a company 
can eliminate or reduce its tax liability in that state. A company can avoid tax in a single 
sales factor state by locating its physical assets in that state, but making sales into the 
state through another company . 

By establishing the tax planning opportunities so clearly in Federal law, BATSA 
may effectively require a company to begin engaging in certain planning activities, that 
its nianagers currently consider too risky or inappropriate, out of a fiduciary' duty to 
shareholders. Here are several specific examples of avoidance opportunities that BATSA 
condones. 

Examples of the manner in which this can be accomplished are presented below. 


What are examples of BATSA tax planning techniques large companies will use? 

No Physical Presence Business Operations. Laigei’ biKinesses in certain 
indu.strie-s are particularly well suited to conducting business in high volumes in a state 
without having physical presence as required under BATSA, As a result, they will be 
able to avoid state taxation if BATSA is enacted. Every service a bank offers - including 
savings accounts, loans, and investment services - can be offered while still having 
limited physical presence in a state. Under BATSA, large banks will be able to add to 
their economie.s of .scale advantages, relative to local banks, by operating tax-free in 
many .states even if they do hundreds of millions of dollars of business in those states. In 
fact, it is precisely this type of financial services operation (credit card issuance and 
servicing) that was carried on without a physical presence in the state and that was found 
to constitute a sufficient nexus in the MBNA case in West Virginia.^ BATSA w'ould 
overturn that case and similar statutes in several otlier states that apply an economic 
presence test to the instate activities of financial institutions. 

Intangible Holding Company. A strategy used by a nmnber major retailers is to, 
create a holding company that is a wholly owned subsidiary to own the intangibles 
(patents, trademarks, service marks, etc.) of the retailer. TlTOse intangibles are then 
licensed back to the retail entity, and each retail store is then required to pay a license fee 
(often just about equivalent to the profit earned by the store) to the intangible holding 
company. The holding company subsidiary is customarily located in a state that does not 


the state), 25 states employ a formula that has three factors but super-weight the sales factor, and 9 states 
use the traditional equally-weighted three factor formula. 

^ See Tax CommT of the State of West Virginia v. MBNA America Bank, NA,, 640 S.E.2d 226 (W.V. 
2006), ceN. denied, FIA CardSer^ices. N.A. v, Tax Commissioner of West Virginia, 127 S.Ct. 2997 (U.S., 
6/18/07).. 
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tax income from the licensing of intangibles. The retail stores take a deduction as a 
current expense for the licensing fee paid to the holding company. This transaction has 
the effect of shifting income from the state where it is earned (i.e., where the stores are) 
to a state where the income is not taxable - even though the holding company and the 
retail stores are all part of one corporate group and the holding company commonly has 
little in the way of actual operations. 

While this was done extensively in the past, it is currently considered risky tax 
planning. Many companies do not engage in such arrangements because a number of 
states have issued assessments against such holding companies that have been affirmed 
by the courts,”'® If BATSA becomes law, a state would be probibited from taxing the 
holding company to which the income was shifted because the holding company would 
not have any of the specifically enumerated types of physical presence in the state. 
BATSA would prevent states where the retail stores are located ffom taxing the holding 
company even though the income came from the retail operations in that state. The 
physical presence rule in BATSA would likely result in many more companies U-sing an 
intangible holding company structure to try to minimize tbeir taxes because of the 
fiduciary duty they owe to their shareholders. 

In-state retailers (or other companies using tliis same strategy) can further reduce 
their stale tax liabilities by borrowing backfire funds paid to the holding company. The 
interest on the loans will also be deductible from income earned in the state. The loans to 
in-state companies can be made out of payments for the use of the holding company’s 
intangible as.sets made by the same in-state subsidiaries. Loans with deductible interest 
payments also could be made to other subsidiaries of the parent corporation. This, in 
effect, is a double blow to the states from aggressive tax plaiming under BATSA, 

Using a Contractor. Another simple tax avoidance strategy under a BATSA 
regime involves fire use of contractors in a state to perform activities necessary for a 
seller to maintain a market in the state. Assume, for example, an out-of-state retailer of 
computers or other electronic devices markets its products into a state via the Internet, 
sales people operating within file confines of P.L. 86-272, and other direct sales methods. 
.Also assume that the sale of computers and electronic devices includes warranty contracts 
and that the out-of-state retailer sets up a separate affiliated entity (independent 
contractor) to provide the warranty' service to its customers that it would otherwise have 
to provide. Assume further that the independent contractor affiliate provides similar 
services to other out-of-state retailers, all of which could be affiliates of one anotiier. 


Those cases are numerous and include, but are not limited to: Tax Comm V of the State of ft'cit Virginia v. 
MBISA America Bank. NA.. 640 S.E,2d 226 (W.V. 2006), cert, denied. flA Card Services, N,A, v. Tax 
Commissioner of West Virginia. 127 S.Ct. 2997 (U.S., 6/18/07) (franchise and corporate net income taxes): 
Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cell, denied, 1 14 S.Ct. 550 
(1993) (income tax); Comptroiler of the Treasury i>. SYL, Inc., and Comptroller of the Treasury v. Crown 
Cork & Seal Co, (Delaware), Inc., 825 A.2d .399 (Md. 2003), cert, denied (U.S., 2003) (income tax); 
General Motors Carp, vc City of Seattle, 25 F.3d 1022 (Wash. Q. App. 2001), cert, denied, 122 S.Ct, 1915 
(2002) (business and occupation tax); Kmart Properties, Inc. v. Taxation and Revenue Dept,, No, 21,140 
(N.M. Ct. App. 2001). appeal pending (income tax); and, Borden Chemicals and Plastics, UP, v. Zehnder, 
726N.E.2d 73 {Hi. App. (7t. 2000), appeal denied, 731 N.E12d 762 (III. 2000) (replacement income tax). 
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Under BATS A, the out-of-state retailer would not be subject to a business activity tax in 
the state into which it sold the computers because the activities of the affiliate contractor, 
though essential to sale of the computers tind perfonned on behalf of the seller, could not 
be attributed to the seller. 

What is wrong with the justifications of BATSA by its proponents'? 

Assertion: States use abusive tactics in collecting taxes by seizing goods in 
transit and claiming that transporting goods through a state is doing business in a state. 

Response: The most common complaint we have encountered comes from large 
corporations that are not in compliance with state law's. These large multi-state 
corporations fail to pay business activity taxes, resulting in liabilities, When their 
property is identified in a state, the state institutes a jeopardy assessment, The object of 
tile jeopardy assessment can be merchandise in transit. The property is seized to satisfy a 
pre-existing tax liability. It is not the transit of the merchandise in a state that creates the 
tax liability or the juri.sdiction to subject the company to a .state’s bu.sines.5 activity tax. 
Rather the merchandise is being seized to satisfy a tax liability, that the taxpayer is not 
willing to pay, for conducting business in the state in a maimer that satisfies the 
substantial nexus standard for taxation required by the U.S. Supreme Court. 

State and Federal authorities use the jeopardy assessment procedure as a last 
recourse. States use a variety of means to generate voluntary compliance with their tax 
laws, such as tax amnesties and jeopardy assessment suspensions when industry groups 
cooperate to encourage voluntary compliance. It is only when there is no other option to 
collect a lax liability and the property is likely to leave the state tliat a jeopardy 
assessment is used. The jeopardy assessment also is subject to the appeal rights that the 
taxpayer otherwise has. 

Assertion: The bill is necessary to establish a “bright line ” so that a company 
will know when it is subject to tax. 

Response: The many, mostly arbitrary, physical presence requirements in the bill 
are far from, “bright lines.” BATSA carves out from the physical presence that might be 
attributed to a company in a state a number of instate activities. For example, one 
company could have 100 employees in a state for 14 days (1,400 pereon-days) and not 
have nexus, while another company could have 1 person in a slate for 1 6 days ( 1 6 
person-days) and have nexus. In addition, a company must have certain types of physical 
presence that are not protected by the expanded P.1,. 86-272 and that do not fall within 
the de minimis exceptions of BATSA or the “limited or transient” exception in BATSA. 
The various limitations and carve-outs from physical presence will create confusion, 
uncertainty and litigation as companies attempt to move up to the line of BATSA, but not 
cross over it. Repeal of P.L, 86-272 and a fair, simple presence mle that includes all 
activities in the slate w'ould be a bright line. BATSA is not a bright line. 


9 



Assertion: BATSA is designed to protect smalt businesses from being subject to 
tax in every state in which it might make a sale. 

Response: The physical pfcsetice requirements of BATSA are not designed to 
assist small businesses. A small business with little presence outside its own state is 
unlikely to incur other state business tax liabilities since 1) the business likely has modest 
income, 2) the income, in any case, w'ould have to be apportioned and 3) state tax rates 
are generally relatively low. BATSA, instead, intends to provide opportunities for large 
multi-state, multi-national corporate groups to structure and plan in order to avoid state 
taxes. The U.S. Constitution and due process considerations require more than a single 
sale before a state could exercise its tax juri sdiction. States are willing to w'ork with the 
business community to structure de minimis standards that will provide clarity for small 
businesses, if that is what is really wanted. BATSA does not provide an appropriate 
framework for such a standard. 

A.ssertion: Companies with no physical presence in a state do not use services in 
the state ami should not be subject to tax. 

Response: The assertion that an out-of-state seller derives no benefits from a state 
in which it has no physical presence (and thus should not be subj ect to tax) is 
“indefensible,” Two noted scholars in die field of state and local taxation responded to 
tliat argument as foUovv.s: 

This line of reasoning is indefensible, whether the benefits corporations receive 
are defined broadly, to mean the ability to earn income, or defined more narrowly 
to mean specific benefits of public spending, one of which is the intangible but 
important ability to enforce contracts, without which commerce would be 
impossible. A profitable corporation clearly enjoys both tj'pes of benefits. It is 
true that in-state corporations may receive greater benefits than their out-of-state 
counterparts, for example, because they have physical assets that need fire and 
police protection. But that is a question of ttie magnitude of benefits and the tax 
that is appropriate to finance them — something that is properly addressed by the 
choice of apportionment formula and the tax rate, not the type of ye,s/no question 
that is relevant for issues of nexus. The answer must clearly be a resounding ye.s 
to the question of whether the state has given anything for which it can ask in 
return.^* 

Assertion: Taxing entities that have only a physical presence in a State amounts to 
"taxation without representation. ” 

Response: While “no taxation without representation” is a catchy slogan, the 
Supreme Court has long upheld the right of states to impose taxes on nonresidents 
(individuals and corporations) doing business in a slate. Moreover, the companies 


" Charles McLure and Walter Hellerstein, “Congressional Intervention in State Taxation: A Normative 
Analysis of Three Proposals,” State Tax Notes, February 26, 2004. 



supporting BATSA have found plenty of avenues for making their desires known to state 
elected and appointed officials. Most importantly, the issue here is whether large 
businesses that can adopt complex corporate structures should be able to plan around any 
state tax liabilitj'. This would prevent the states from ever being able to achieve a fair 
system of taxation. States should be allowed to promote a system that taxes in-state and 
out-of-state businesses equally. If that is achieved, the in-state representatives will also 
effectively represent the interests of out-of-state businesses.'* 

Conclusion 

Thank y ou Mr. Chainnau for the opportunity to testify on the important subject of 
business activity' tax nexus legislation. The current system of state taxation has 
developed over many years and we believe it is fundamentally sound. Legislation like 
H.R. 1439 turns the system upside down and would create massive revenue losses for the 
states. We urge you to reject the legislation. 


For a more complete discussion, see MoLurc and Hejlerstein, op, cit, p. 735. 
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Mr. Coble. Thank you, Mr. Johnson. 

Mr. Coble. Mr. Henchman? 

TESTIMONY OF JOSEPH HENCHMAN, TAX COUNSEL AND DI- 
RECTOR OF STATE PROJECTS, THE TAX FOUNDATION 

(WASHINGTON, DC) 

Mr. Henchman. Thank you. Mr. Chairman, Ranking Member 
Cohen, Ranking Member Conyers and Members of the Sub- 
committee. I appreciate the opportunity to testify today on legisla- 
tion pending before you on state tax actions that impact interstate 
commerce. 

Let’s say you have a retired congressman, he hires a research as- 
sistant, he decides to write his memoirs. So he rents a little office 
in a business park in Virginia. He hires a research assistant, a Vir- 
ginian. He buys some computers and some printers from a Virginia 
company. And every day for a year he sits in that Virginia office 
writing his memoirs. And at the end of the year he sells the fin- 
ished manuscript to a New York publisher. 

Where did he earn that income? An economist will tell you that 
the congressman earned the income where he invested his capital 
and his labor, which is, in this case, Virginia. This is what is 
known as the “benefit principle,” the idea that the taxes people pay 
are linked to the government services they receive. In other words, 
individuals and businesses should pay taxes where they work and 
live and jurisdictions should not tax those who don’t work and live 
there. 

While a physical presence rule for taxation is the norm in the 
international context and is the historical norm 

for state taxation here in the United States, we at the Tax Foun- 
dation have been monitoring increasingly aggressive state efforts to 
reject this rule so as to shift tax burdens away from residents to- 
ward non-residents. 

This is not entirely new. States have always had this incentive, 
to the detriment of the national economy. In fact in the time of the 
founding the use of tolls and taxes by states in this regard were 
a primary reason why we had the Constitutional Convention in the 
first place. And out of that convention it was decided that the free 
flow of goods and services is so important and it matters more than 
letting states tax certain types of transactions, that you, the Con- 
gress, have been empowered to preempt some state actions in that 
regard, for restraining the states from enacting laws that disrupt 
the national economy by discriminating against interstate com- 
merce. 

It is not a power to use lightly, but it rests with you because 
states have no incentive to get together and resolve this on it own. 
On the contrary, each state thinks it can get a bigger share of the 
national tax pie by adopting an aggressive nexus standard. But 
these — this leaves us all poorer because all businesses, large and 
small, must deal with complex tax regulations, uncertainty about 
what activities create tax obligations in different states, lack of uni- 
formity between different states in tax rules and formulas and gen- 
erally wasting significant amounts of time, wealth and brain power 
navigating tax compliance rather than doing more productive 
things. 
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These state actions deter new investment by domestic and for- 
eign businesses who want no part of this quagmire and take their 
dollars and their jobs overseas. State spending overwhelming, if not 
exclusively, exists to benefit the people who live and work in the 
state. Education, health care, roads, police protection, the reasons 
states do these things is to benefit the residents. Residents should 
be willing to pay for these services that they demand. Instead, 
what we see are many states offering tax credits and waivers to se- 
lect residents, businesses and individuals, while insisting on going 
off out-of-state corporations that engage in sales in the state. This 
is backwards and it is a violation of good tax policy. A physical 
presence standard for business activity taxes would correct this 
and be in line with the benefit principle which is a fundamental 
view of taxation. 

As a country we have gone from the artisan to Amazon.com. But 
this sophistication of technological progress does not change the 
fact that state services are still based on physical geographic bor- 
ders, so the tax system should be too. 

And state fiscal pain does not justify overruling timeless con- 
stitutional principles, such as the idea that states shouldn’t be al- 
lowed to burden interstate commerce and impose uncertainty in the 
national economy. 

Sometimes small businesses call up my office, as I am sure they 
call up the other members of the panel, asking if I engage in activi- 
ties in a state, what would create nexus. And the only reason an- 
swer I have for them is to send them this. This is BNA’s annual 
survey of state tax actions. It is the questionnaire that Mr. Schroe- 
der talked about where they ask I think it is over 100 questions 
of, would this activity create nexus, would this activity create 
nexus. This is — this should not be how we do our system. There 
has to be a better way. 

Thank you. 

[The prepared statement of Mr. Henchman follows:] 
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activity m-statr); '’is*. rncAng •'brh A V<Asavr. 4M3 I liL 2611 (IQt47) fuii-alMlaBng a Pcnnsylviuiui scheme 
unfMisiiig frn on all rmckn while reducing other rsxes tor tnicluv m fWte onlv). .SVir kuttff C». a /iwAwA 
486 L'.S 2i69(inW()(mvnlKlnijnK4n<)hio insvitdit to nil erhiuiolpniducen Inrt disallowed (rirnon'f Ntwi 
pnKliKeis); If Vit /.pm /«•. a flraA. 312 l-.S. 186 kl994) (mialtiUitnga M4Miacluu>etT> genral nx 

on dairy prodtit'cn wlictc the tevenur wns dim dsialHitcd In diwnrsnc dairy pn.tducen); 
(.4«9V/V/a/aafai//(WmrM. /«’.«. S2ii t'.S. 5(4(1997) tmvaliiimig Maine's denial of the 

jcmcnl dtantihlc deductKin to of)OMitvatHnts rharpninardv serve mm Vlamc fCMdatts) Rjftm 
H/itium u /AMi. 55.1 t'.S. 328 (21914) (upholding kennKk\’'s etdusion fhim tax of oucreni earned 
fium IIS sntt tuHwb. hut nut other states lionih.iNi ihegiounds that Krnnirky I»actmgas4 market 
pamcipani no dfrcrmi from any other hund nsuer)- 

Thc ltT^n*rjpf)n t3au»c prohitnts smtes from pcnalwuig activtry drat ensssrs state laica. 
pirnoiUttv imprris. Stt, MuMit Oirp^ t\ ll'4sen> 423 1‘di. 276, 295 (1976) (.itatntg dut the Impoit- 
Ksport (Inutc piohilnt* itnp>>n Nxo^ that ’’ettue sirccuil protective tanfb or partictiUr piefcrenccs fnr 
lertwn diancstic i^atds-...'^. the Voiniiige (3auM pmhilnis chaig^ on shppnig freight 

Ihc i'ttvilfges ami Intnntninr* < Hause 'if Amcic fV and the i*fn-i]<g^s nr Irntnivuncs (7auK of 
the Isjuricrndi .\mcndncni pmircis the nglo of nb>ms to ccosa stair Imci at piimirt of an hunesr living 
irr. S|(. 4 ''mW Cwir. Triidi h Af.p«r. 4C5 > t.S. 2t)tt, 219 (l'i84) fidcnnlytnft 'T'unniit of a ciMnmon 
cillm^' as 4 pnntcgc of unitcnship pmicctcd In the ( Jinsiiniii'in); laMr^K Rw, 526 V 5. 489 (IV99] 
(miabdamig alaw'thai dbJ itut tvstnet mte tnvcl /Wr ar Imr disomnged the emming of state lines with a 
piDtmvc and dewomuiainry la»’}iidi at 511 (Relnu|iii<it, |., duwen&nj^ (‘'Ihe right to tmTl clearlv rmliraces 
the nght to gp finm one place lu another, and pmhilNls SMtes ftom onpeding the free ptasape of 
atuens); Erwin Otanrimslry, CoS5nn.*11ciM.\LL^V’ 4Sii (2d cd. 2(JI18) ("ITic vast maiuon'of ease* 
under the |.\rtide privileges and mviiuiutics dausc mrotve states discmninatsigagainsroutKjf-sratcc* 
with regard ro riiar dNlitT tn cam a livchlioud/') 

• JiV hconk Shafroth, 71* ICMkf .r/mvrArli«it'^a.3iiST\T1i7 SSN’(7Tt6 I55(l7ct. 13. 2l»33) 
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uf mitpl)lc pcTHNia) pnipcm', with onlcrs Axqstixl oiindctc the <taic 4tKi fSKxb 
^hipfX'd Ktti) t)>c 4(atc); 

• Jill (pnwtprmgdiscTiminat'itystairt.iutv'OoftViUrfalcntpIrtyws). 

• 4 L'^iC $ 1 13 (pfranptmg stsili* uxAtmn tirni<nn.'&&knrfranlrr5*if Ttnig^isj); 

• 4 L'4t<C $ 114 (pvccmptngdMcrimmatnn'smc (nx4tum afnonmkicni pcm«ins); 

• 7 S 2(>13 (pi nirr^ung St Jte of ftMiil siaiiipii}. 

• i2U.$C {*13] (prtcmpnngstjti* nuntwa uf FnirroJ KcscnrlMfito^urhiirritaDnsil 
esidtc t&km). 

• 15 U.S.C. I 3*)1 (prrcmixingdiscniiiuMton' scjic taxes (mi clcctncit^' i^mctaiXMi or 
tratsmusKHi), 

• 31 L'-SC f 3124 ^tmtipting state cixiiiiiNi of f<(drnl ik-bf ubtt^iiLNts^. 

• 43 US(« 5 1333 Qf A) I'prccmpring, soite raxatwtn of the ointitumnl shell), 

• 45 U.S.C { KM (piccmpitiig state UKiMtx- laxamat of nuorcsKlnti water cxitkt 
employee*); 

• 45 L'.S.C {501 (precnipiirt}>sr.kicinL'iifne htxiiufn of ntmrcsaleni employmiof 
intnxratc ntlffrads and nvitor earners and Nmirak nckef s^). 

• 45 U,S.C S 801 ttnq (ptvetnptatgdtH'riiiutiNtorv «rjtc taxatttKi ol aiientate radioads), 

• 47 U-S-C { 151 (preempting suti* laxation of Intrmcr aoceu. aside from i^andfariuted 
taxes), 

• 47 U.SjC. 5 1^3 (pirempting Itxal init not atatv raxatinii of saielliie tclecummuntcatiiHts 
scn’icrt); 

• 1*7 U.S C 5 KM (pax-mpting state laxatam of inietstaa' Uh «hJ motni camri 
transportatiun tickets), 

• 4't use { 1513 (pretinpiHig stare laxactnn of ntnstarc iiir carnets attd au 
rranspurranon nckets); 

• 49 USH (4Utt6(b} (i)rcctiipting state tajcinon uf atrpassen^ss); 

• 49 use 5 4i>| I6(cl (preempting state raxanon of Hij^ts unless they rake < iff or land tn 
tlsc stale); 

• 49 US.C 5 4(M01 (pretinpratg state ncfanc taxatton of nonresident atriineemplovets). 

• 50 use 5 ?i74 (precfiipivig state Mxutnat ofiKimesidcnt mcmlicis uf the imlimry 
star* mill Kanpi i^y m the state) 

V* stales arc unlikel) to sUckett in thetrefforrs rn tniplcmeni dtscnmtnaiot)' tax pobey, iru a 
power that I expect you will also use in the future. It’s not one to ihc Itghtiy. I tnttst concede. 
M:iny aimptmcntx uf state tax systeim do nor have t)>c monvatutn or eftVet of 
pmteefi' ‘nism nr nuding res enue tVimi out-< if-staiers. and should be left alone a* part of our 
commtmKtit to ftfty simultaneous liihoritoncs for policy expenments, to p.iraphn»!ic Jusnee 
Rrandrts.* If Uid state policy can Iw cimrcted 1^ the out-mq)^an<ini'if pcuplc and dunars, iir 
political pressure l)y vottt^ residctu taxpttycrx. it ought t«J be lett to die states to kindle. 

Tfrat IS nor die case here. In recent years, we at the Tax I'oundahun tiavc tnonitoreil die 
increasing use of tax policy by states to shift rax burdens away fnun (voting) residents 
toward nonresidents. Tourwr taxes like excessive hrjtci or car rental cixes arc an obvious 


’ Jtr \rjr.fMir /•? O. ft IxAmw*#. 28.5 U.S 263. 311 (193^ (Htandos I .disscnmij^ f*1t isoncof 
the happy tnddcntK of the fttirnl system that a single coumgruus State may, if its aoxens chouse, xrve as 
a lahoniory; and tiy novxl soaal and ccoiximic expcnmcaits without osk tn the test of the country' *3 


3 
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rhnt^h bmiK-il, rxuimptc* Much m*»rc; expAiuivc h»u been the liccMitm liy jhiiut Italf the 
fares ta .ttiopr 4 n “economic nexus'* s nind^nl for Ihisiiicss activity axes, wIrcrebN' Ixisincsscs 
th4r luve nu pnipcrty i.f employees within the- sate must nevertheless pay Hicse tuxes, such 
4 s corporate income raxes or ktoss receipts raxes. (See t'lj^ure I.) 

At the s:ttne lime, .fates arc living tn-sPite business exemptions, waivers, anj credits (Vom 
ihetr corporate income tax. Dy our mrxit rt-ccnr c« lunt. 29 states utYcr tesidenr iHiiinrues 
credits tixMii sate corporate income tax they would otherwise tjiwe. if the rcsuioit husmess 
eng^^tes in n-sc.ueli A; development, new jolt cn-aixMi, or ncu' investment. Many sraies do 
nett conskler m-srafe prcipcftj or p.iyn»ll whcnapp*'moning raxes i*wfd Ity m-srate 
corponnons. While pcrmLssiblc under Supreme (xiurr precedent, these actuarx hive led to .1 
hing-term dcvltnc m the tax (see hgure IraUo results iii a paradox: states excuse sume 
rcnJnit Inisincsses from paying pan of tlieir tax biUs. while tlicy demand that nuntesident 
busincaiscs pay taxes on protits that are properly taxed by otlicr sates, 'lliis is exactly die 
State behavior that the I'oundcrs w anted alx.iut. 

The nstsim the ht Hinders ravored the Ongress to handle Hie nutriT w'.is iHvau-sc rTates hare 
no iiKmnve tn get together ami resolve ir lat their own. t in the contrary, each state tends to 
think it am get a bigger share of ihe natii mil) lax pie liy atlopting aggressive nexus srmdanis. 
Tlu^ I'an’t all get a bigger share, of course, so while West Virginia miv get a hit innre 
revenue front 4 nonresident credit imtcI company or Iowa may gi‘t a hit mure rm'enuv fhmt a 
nnnrestdcni Kentucky fast food chain or New Jersey may get a bit more revntue l>y ltr>ldtng 
trucks at the state line, thise actions leaves u.s all pot'irer.'' 


• Sh. r^,.l»»Kph \ Inichmsii. ‘'tTitirs ftitMic I>*cniTmw«*iy rstsnon »»f < inline TixvtI vSetvwcv; 
Ural .Mnm shun a to Tn Dimicnstn SonirsKlriiM; Rcstilro lUimirt buerstitti <i»nment;“'rs3i 
f-mxDATuiNSPRnM.ReKiiir Mr 175(l*eb.2nnP|, 

luip./ ■**-H-u,r»«fi;mnJuiiMt.nty/puhlM:^tiniM/*hi>tt/2S7>H»-tiiinJ. Andfvv tlhaMilicrtain, “riM Dwe .Ngsm*! 
Specisl RentjUjn lisciK I nes." R%(Apr 18. Zunti). 


' KmI rVdptt.'‘20U *^fr Busmcsv TkiUuhsic index," I Mi l‘tt(.'NU\nciNbaiKcat<ii'M3 
Pmix no. mi. sr 41, (CVt. hifp.//ivww.iiit'.iiin>iiTirwi<.i^resnfdi/d>Ott-/2265ah?ml . 

• Str. I ifjpoimtion Itn Fowwik f >x)pef«»oo itnd DevetupoMfir, 'Tat «id Fotwwnii 
Gniwrli,” Kax40MK-j I^krvKntCS't \VoitM\o PAli-RNo.fOu()ui 1 1.CfxA) (“IQupnntt nuo see 
found tn be most hamiful for gniwih. fonowed by penoiui incutiK raxes, and then << tnuanpu'm rtxct ^ 
OsvhI Bcuimn, ST.VTt ] AX Pot Ji.V ai 84 (“In many csms. ibe amiuini of time and rr>ourre« 
devoted tu the |sratr coipunie inomK| tax oiitsrigh* its fotuiirtal ronmliunoii lu the *mc*V): Ridiatd 
Oxtip, “Ihe Kituce of the Stale Coipunir Incomr I'lix ReAcctHms (and liunftsaMin) of a Tax lawrer," 
>4 nib Pi1t<RBiib ATT TaXaTI^ rDavKl Hiunoncd. llwi^r Evans, ‘The VppnxKhiiig 

Stale UiqKiBie Income Tax CnHS,“TAX loi'SDAliOK B.vr.KONOt'ViiP vn'KNo. i4{S^. 

ItKianc Tax I'ompltimcc C>Kir<irBigDusuiesa,“TAXl'Oi'SOArttiic SPHt:iAl..V.A]>K.Uir PAnuiCNnv 
IW3>. h 


* Xir. e..^ Mclvm L Burstem &..\tthur I RtJmck. **Congrcss Should the Ecunumir 9i'ar 
\mong the Stites," Hhdpjlal REMitvt Ra.vk Oh .MlNsiiAfoiiS 1W4 ASNl vi. Report *> (1):5-19 
(uif^ng a cungnrx.sattnaJ md to atates “usmg financial incmttVTS ei induce companies tn lt<are, stay, ot 
expand m the state.") 
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Fk:i>ri-: 1: Status Quo on Nexus Standards for Business Activity Taxes 



State Economic Nexus Landscape 

(M of Soptombor 2009) 


Source: ( >;jsani/-jiion t'lir Imcmaiiotial Investment. 

M) husincKscs must Urol with the resulttng o^mplcx fax stututes. unaTtatnt)' .ilxiut whxt 
jctiviiirs citrate tax '>l>Uganoiu; m ({ilVerenr sfates, lack (ifuntfonnirY Ix-tweett ditYcrrnt stares 
in rax rules and tVinnul.is, and generally wxinng si^ilicant time, wealth, and lirainp«>H'er 
n.ivig4niig tax cumpitance rather than doing more productive thuigs. ’Him- srarr actions also 
deter new invcstmcnT by domestic and birrign liusinesscs ;md entrepreneurs a'hu \^-anr no 
part of this quagnurc and take their dollars and their (idis oveneas. 

Tbs “economic nexus“ sfandard favoa'd liy alxjut hdr the sCiies me.in5 that fax obltgattom 
aa iiw'ed wheawer a company h.is sales or other economic acnx'ity. If this stindard k undcly 
adopted, wc will nor liavc corpetraa* income faxes but corporate cfNisumpnnn faxes, wltctrby 
srates mostly exempt a'Sidcnt companu.'s Fn>m tax obligatKins while imposing them on out* 
of-sraa companies, 'l^is is backwaal arnl violates riu ‘’1»enefTt principle" — the itlea that the 
faxes you pay should l>c a roujdt approximirion for the sen'tccs provided by the govcrmtKnt 
that you c« rfisumc. 
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FH:t'Kf^2: Slate Corporate Income Tax CoUecdont as a Percentage ofTotal State Tax 
Revrooe and as a Pcfceniaee ofTotal State Re\’cnucs 





State spending i n-ervv helmingl)', if nut L'«.implctcly. u nuMiit hi licnetit the people s/h«> ln*e 
and wurk in rlH: lumdichon. Rducariun, liciJih citrc, mads, police ppjtcction. bmadbaiid 
Access, ««:.! the pnfiMty bcncfichincs art* sr.itc residents- The "bcticfit pnnoplc” thus means 
that residents should l>c pAvmg raxes uhcrc they work and livk. and lunsdictHins should nni 
nix those who don't work and live riserv* ^ physiir.il presence samtard for liustncss acmity 
raxes u'ould l»c m line witli this iiiniluncnral view of raxaiK)n. 


Pn-c ycin ago, Mr. Miclurl Mimdaea, now a Deputy .\ssMrajit I'rcasury Scerctiu) . icsnlicd 
that mtcfn.irtonal rax rrcaties tnim the 1920s to nnlay are premised on physical presence, and 
states' move ttAvard ccnuornic nexus could move us away fnan ‘'uiufonn. pmlictahic. atul 
dear junsdiciiotLil rules that minimixe double taxation and that arc easy to comply with and 
administer.*’ *“ 


That IS 5hll true today. Ihc hnganon at^^iut die physical presence snindard in irirporate. 
mdivulual, and sales rax contexts has nearly exclusively Ihx^ state cflom to overnini it or 
undermine it." hlcoiimnic nexus i»u i>eiiuli>us. amurphiius srantUrd that quickly luutis to 
stitn asserting (Ik pinver to tax every Hiiiig. cvcrywlKrc.'^ It is an almning trend that even 


'* resnmum of MicH*d h. Shtndai'a hefun die Sciuie ( jNiunmcc un I'uisncc. SulMMiunirtee un 
tnicmittvMtal 1 ndc. .Nhtch ^lulil Pf>tdcni Matrerf T« luoDifacti'ni m rhe New I'^unomy." (hd 
25, Imp, / /wwwbahainy'ifimhUtj pdl 

Stxtcs with s^giesnvefalef lax snnites arc Arkansas (|iist enacted this mnnih), <7ok>nidn. 
llliiUNE. N'ew ^'ork, N'orth Camtou. snd Rhtide Island. Ml luve athcr 6uled tn callect any revenue tod/or 
ore nibiect tu oni^xng lin^non. 

Jirr,r,^ juseph Mendmian, 11'^ ih II #> s/ 

-k) Statt. Tax Ntm* 387 (Nov 5. 2U>7). 
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(lir mrcnti* ifiL-U stare Ic^sUtt^r iicing ■twepi dli'tngln. It ilarrm me tlut astate c<n>id 
(inve (Hit hu5inc5s prnpem' amt pavnitl and cssctmally iMfconica ftsctl Ktsket case, yet snil lir 
ahir (iiCMlIcct rcscnuclty grablnrig it ii^rm liusmcsscr aiut uuliviJibUs letcited m vtl^ratatcs. 
States can ituis pumic policy opnoiis that aiv umvisc in the long-term but as tnd the 
Cl irtte^uenccs of that choice. 

These ciitwcms arc precisely wtiy tkim the I'CHinding until alKtur the t'TStls. the rule was that 
Stans OHjId rKir tax intersfate commerce at all. and rltat their power of* taxation snapped at 
their itonier." llic Supreme Goun tormally .ibhtiuioiK'd tins pmhihinrai in 1977. out of 
ftcngnition that rcsulent who arc cng.igcd in inrerstate commi a'c shfHild pay fur 

their fair share of stare srrvtces they connime.'* i^t given that inch, Htc states are ui the 
pniccssfvf tiiku^ a itulc. b'<ff all the discussion aU lul how iiunrusidcni ciimparuis Inmefit 
fnitn the cducarton of rcsidctm or iiivestmcim in broadiKind, the real bsuc here ts shifm^ 
rax burdens away from Voting rcsklents in siimconc else. M Professur Dante! ShaMn> has 
put It. "Perceived tax exportahiMi is a valuable politicil tool for sute legislaton, permitting 
rlitm tr* daim that they provide gitvcmn>cnt services for free."*’ 

States revenues aie m the process of mcovenng, although it vanes by sratc and generally they 
will not rise In where titcy wruKI hiive liccn under the overly optimistic ri'tmuc pmjccnnns 


Ml /jMrnutSfaw/i'iwlcdk>confiiiuon«it(l uncrftsijit>'. rmulriiigin an am of Uw in which no oik isaut 
wiitt the rules air. VlMndMiuigthcj^/^pliysical presence nile wndci resuir in the aame hist.appl)wg 
geogr.^r-baMtl mamw tsus or geognphv-hased siile)i taxes with a atandard iiru'onsrnmctt by 
gKOgn^hy ndu mtilnplc UKatfm and hurdcnuwnc compliance ecus . Srennd, stnyply tmpnvtg the 
eusiiiig taaaiHHt nrpttie *mi r-r»mmetvc uimiM iHinleii e-ctimmcfcc mut than bm’lu-atid niniiar 
(Htmncsacs fhirii, rltm h a hf|[h hkcltlwMKl tltai c-commenc «*oii]d become suinrci tt' niultipk' 
lauimtiunckTiin cctahimtc nexu* aiandatd. . .. Pmirth, hotr farm ^pmx «td ntTw ecnitfimtk iwxtbiati 
rrmsBis utMlc»cmutwt)'---i'ifrii. aikopnug an rviHviniH nexus •iwickinl wtiuJd uiuertic caprrlaiMttti aid 
thmicd wtntactn'r applicatinn of Macs, cndangpnng economic tnvnonctits.... Dvrmuroitg die ptneii 
•taiidaid wirhiiut t«nng fuie alnnii whai rqilnco it will itpcat the mistake made by die ptugpiy of 
/w/anwMi«a/.V/«».'*) 

•'Trr.r^.. r>ira»i«H /l#/Mf,K9r5.24'».2S2-5.^(I*>46»(*'A . pirclmlcd fium talong iiiy 

actual which may fairiv Ik deemed m have ih< c ffret of impesltitg dte five A rw of trade Itctwccn .Soicy'^; 
I /ipsp n /V/ 177 6411, 04K (1888) ("No Stale has dir nf^t to lay a tax on micmaic 


lonVrmte ui any fbnn **) 

•* iff Lmfilut , Uw Twutt. hif. r. Bnaif, 4^ i V S. 374 f I'TTT} (holding that Aites may tax imenutc 
Commen'e if rite tax mrrta a A’mrpatt test (I) nexus, a sufSrtcnt ctatHCvtHm Itrtwvcn ihr stair and the 
(sspaycr. (3) hair appontoameut. the state vannnt nx iK^nnd its 6ut share of the taxpayer's aicomc: (31 
noaMhacriminatioo. the state must not burden ■tut-<}f.4tatc taxpareo «ftdc esonptmgm-statc taxpayers. 
(4) fairly related, the tax must be fiuriy aUted to services pioviikd to the taxpayer. Ilic ease cisnc alMHir 
after a seoGS of Cases m the and lOfats where the Oiurt treated oKcntxaUv (denncal tases dilfrtvnriv 
based on "mafpe wonff" m the xMtutc. Pot riMiiipIc. an amiual Uceiiae tax imposed on the m-sratr grots 
receipts, of 01 uut<if-«tare compani was invalidalvd as duciunmatnig against wutnltaie LiunmcKc, IhM an 
otherwise tdenacal haiichtse lax on in-srarc jTnng concern value, mcosuicd by gfos* recruits, was upheld 
as valid Lamfurt fsyftnn ^gntri n (-'ajMiu,347 (’.S .339 (1954) ami K/. lz>fwtu 

t^gnrgtK 4M i^KMiiar lixpnu ir). 

l>aroH Shaviin, Pconumic and IVihtical Lixik at I'Tdetafasm « PaxaiMia,'' W> Ntich. L 
tUv » 75. 037 ( 1093 ) 
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lit the (Kfghr of the Uut IvcaJ pain Ji.ws nut l*cgg»r-thy-ncightwir pdicics 

(hat impose -signittcint complinnce 4 IkI <tc;uhvrif(ht lusscs on the ti.itK>n.il rconom)'. Srati* 
power ki r-.tx siu lukl mn extenit to cvcrytiimg tn'ei^’whcfc. 5iniplihc4ti< mi should lx* 
soincthmi; evmooe embraces. M (‘Jticf Justice M4r»h:ill s«d. *’’l'hc ptwer h> tax t» the 
p-iwer m desin And state tax overrcaclung with agj^essn'e nexus standards can destnj). 

\s 4 country we have gone 1iT>m the amsan to Aimxon.com. Hut the sophisticatton of 
tcchmJogy does m»r ovcmile bmelcss c»>nsniijfu«n.il principles mcam to restnin stnies ln.»m 
(lurdcimtg tntersrstr ctunmcrcc .md impHing uiiciminty on the n.inon4l economy.** 

tHink ytHj. 



** losqih I Inwtkmao, "Itelc nMd{g:l 5lvirthtb Ihontt s lju Rel<>nn ( Ippirtunitv,' TAX 

HnlSDAHOKSriaJAl RlTiiKrNO t64it0(|^ 3Nig). 

http lifml PTIiiMC States hatiirst hit liy rhe itscMon 4ic 

(hose that ithcd ihc moM hcavity on capiMl puns. hifih*m«:onir camccs. and coiporatc ptofits. . Revenue 
firan {these tai souiccs) il»c:» spike dinmg tmirs of ceunomic iMxxn, hut it plumncts doonx i btar States 
unituMU spenitingcuntP^ get lino imuiile Ityassuiiiuig for spending putposcs that die years of revenue 
Binilfidl contiuuc-'*)- 

I- MiXjUM n <-* Vfrheai.) 316. 431 (1810). 

'* JW. Daniel Shavira. vb* CiWiMrir m/ PoStuii Ijmk 4t FtJrraiijm m 7iruj0««, 9(l NflOl 1. 
Rev Ro 5. 'XC (1902) (today's mute intcgnicd national economy presents fiir greater opportimmes dtan 
exMted tn 1787 for states m effect to teach across rhcir burders and tax nnnnmsentBig nonbcneficuDcs.’^ 
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4 tool Oovffwmnt E m ployi m wt MCO-IOIO 



StM Oovtmmtnl Emptoyimnl, 2000-2010 



*) 


Mr. Coble. Thank you, gentlemen for your testimony. We appre- 
ciate you being with us. We will now examine the witnesses. 

Mr. Schroeder, how has the uncertainty and lack of predictability 
concerning different states’ nexus requirements affected your small 
business? 

Mr. Schroeder. Yeah. In my case it is simply a matter of man- 
agement time and attention and as well as the cost and expense 
of trying to comply. We spend, as I mentioned, you know, over — 
almost a $100,000 a year in our already highly regulated business, 
and that is dollars and time and attention that is not spent on 
growing our business, launching new franchisees or developing new 
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business concepts. And it is simply a matter of I don’t know what 
the rules are, I probably could benefit from that and it would take 
even more of my time to figure out which of the 34 states I operate 
in I should be filing state tax returns in. 

Mr. Coble. Thank you, sir. 

Mr. Johnson, is it your position that states should be entitled to 
discriminate against a company based on whether it sells tangible 
goods or intangible goods and services? 

Mr. Johnson. That is certainly not my position, Mr. Chair. In 
fact that is imposed on us by Public Law 86-272. And again 

Mr. Coble. Now we — Mr. Johnson, would you oppose modern- 
izing Public Law 86-272? 

Mr. Johnson. Well, if a physical presence is what is sought, and 
I don’t believe a physical presence test is appropriate, I don’t be- 
lieve we should go back to the way the last — ^business was con- 
ducted in the last century to impose taxes in the new century, but 
if you want a physical presence standard, you have to repeal 86- 
272, because 86-272 allows a physical presence and protects it 
from taxation, as long as the activities are limited to the solicita- 
tion of sales of tangible personal property. 

So if a physical presence is sought, then repeal of 86-272 is re- 
quired. 

Mr. Coble. Well I thank you, sir. 

Now Mr. Henchman, speaking of physical presence, why do you 
believe that a physical presence standard for net income and other 
business activity taxes is consistent with the holding of Quill? If 
you do believe that. 

Mr. Henchman. I do believe that. The Quill decision, of course, 
by its own terms was restricted to sales taxes. And as Congress- 
man Goodlatte’s answer to Representative Quigley earlier indi- 
cated, this bill does not address sales taxes one way or the other, 
because I know different people have different views on that. It just 
deals with business activity taxes and the view that the physical 
presence — and for me it just comes down to the basic economics as 
I said in my testimony. The residents of a state benefit from the 
services provided by a state. And to the extent a state is providing 
benefits to nonresidents, maybe they ought to be voted out of office 
because the reason you get elected to office is to provide benefits 
to your residents that vote for you. And those are the people that 
should be paying taxes to support those services. 

Mr. Coble. I thank you, gentlemen. 

The Chair recognizes the distinguished gentleman from Michi- 
gan. I yield back my time, by the way. Mr. Conyers is recognized 
for 5 minutes. 

Mr. Conyers. Thank you. Chairman Coble. 

Mr. Johnson, is — are there any tax avoidance opportunities that 
we ought to frankly talk about here? It has been said that we 
might create tax planning opportunities to eliminate tax — state 
taxation revenues that are earned in a state. Can you amplify? 

Mr. Johnson. Yes. Thank you. Congressman. 

As I indicated, I practiced for 17 years representing businesses, 
many of them large businesses. And if this bill were passed in its 
current form it would be malpractice for me not to recommend a 
number of structuring techniques. 
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One of the simplest would be to take the issue of a toy store, 
Toys R Us, for example. And I use that example because it is the 
subject of some well known litigation. For any retailer 

Mr. Conyers. Does some of that litigation 

Mr. Johnson [continuing]. Doing business in the state 

Mr. Conyers. Does some of that litigation involve tax avoidance? 

Mr. Johnson. Yes, it does. By creating an intangible holding 
company and charging a royalty, then a company can essentially 
eliminate its profits in a state or reduce them dramatically by pay- 
ing a royalty to a holding company in Delaware or offshore and de- 
ducting the royalty which can completely eliminate its profit mar- 
gin in the state. That would be a simple example. 

Another example would be creating a — if I had a business that 
was selling software for payroll and software for accounts receiv- 
able, for example, and part of my business model was to be able 
to repair and install that software and say I got a third of my rev- 
enue from each of those things, I would simply create three dif- 
ferent subsidiaries. The repair subsidiary would then become sub- 
ject to Utah tax. I could structure the sales of the payroll sub- 
sidiary and the sales of the accounting subsidiary to be exempt 
from Utah tax. I could cut my Utah tax in — by two-thirds by the 
simple expedient of creating three separate subsidiaries. 

Mr. Conyers. Any Federal tax opportunities involved? 

Mr. Johnson. Well, the Federal tax — this same kind of planning 
goes on at the Federal level. 

Mr. Conyers. It could be local or Federal taxes? 

Mr. Johnson. Yes. 

Mr. Conyers. Okay. 

Mr. Johnson. But this would provide a blueprint for legiti- 
mized — and tax planning is something we recognize is legitimate. 

Mr. Conyers. Well 

Mr. Johnson. A company has no moral obligation 

Mr. Conyers [continuing]. Look, we just left the Wall Street de- 
bacle and there were some tax organizations that didn’t do very 
well in those investigations. 

Mr. Johnson. There is definitely a line that can be crossed. But 
this would authorize many of these techniques. 

Mr. Conyers. Well, you have sufficiently disturbed me with this 
information. 

Thanks, Chairman. 

Mr. Coble. Thank you, Mr. Conyers. 

I say to my Members, we are going to have a vote here soon. I 
think we can probably wrap this up. 

I am now recognizing the distinguished gentleman from South 
Carolina. 

Mr. Gowdy. Thank you, Mr. Chairman. 

Mr. Coble. I almost demoted you. Trey. 

Mr. Gowdy. And California would never allow me to set foot in 
that state, Mr. Chairman, I don’t think. I am sure I have warrants 
pending. 

Mr. Henchman, the substantial nexus test, how — what are the 
elements of it, how is it applied today? 

Mr. Henchman. It is laid out in the — for — in this case it is laid 
out in the bill and essentially — it is essentially property and pay- 
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roll. And I do want to indicate that it is a substantial nexus test, 
not the sufficient context test used for personal jurisdiction, as Mr. 
Johnson indicated, that is a completely less — that is a lower stand- 
ard that the Supreme Court has never held to be the case for tax 
purposes. 

Mr. Gowdy. Are there limits to Congress’ ability to regulate state 
tax structures? 

Mr. Henchman. This bill does not address that, so 

Mr. Gowdy. In your judgment, are there limits to what we can 
do with respect to state tax structures? 

Mr. Henchman. Well, the Constitution permits the Congress to 
regulate commerce as it sees fit. 

Mr. Gowdy. Yeah, but that is a very amorphous, increasing elas- 
tic — 

Mr. Henchman. It is. 

Mr. Gowdy [continuing]. Term. 

Mr. Henchman. It is. And in terms of preempting certain state 
activities, I think even a limited reading of the Commerce Clause 
finds that power existing with Congress. There are 

Mr. Gowdy. Mr. Johnson, you 

Mr. Henchman [continuing]. Probably a lot of things you 
could 

Mr. Gowdy. Let me ask, Mr. Johnson. What are the limits as you 
see them? Because I didn’t write the note down and at my age my 
memory slips, but you questioned, perhaps or maybe I misunder- 
stood you, whether Congress would have the authority to do certain 
things with respect to state tax structures or perhaps — I don’t want 
to put words in your mouth. What do you think about it? 

Mr. Johnson. I think there are certainly — I think there are cer- 
tainly steps that Congress could take that would be so extreme 
that they could be struck down as unconstitutional. P.L. 86272 has 
not been challenged, to my knowledge, so I don’t — our position is 
not that this bill would be unconstitutional, our position is that just 
because the Federal Government may have the authority to impose 
this bill doesn’t mean it is a good idea. 

Mr. Gowdy. What remedy would you propose? 

Mr. Johnson. I would echo the comments of Congressman 
Cohen. I would like to see the businesses get together with the 
states and have a brighter line standard. I think it should include 
sales, but I think there should be some clear de minimis standards. 

I tried to propose something in Utah and I didn’t get much sup- 
port from anyone, either on the business side or from my legisla- 
tors on it. But I — as someone who, again, has represented tax- 
payers, I do think more certainty in the area would be appropriate. 
And I would encourage states to adopt brighter line standards. But 
I think the states should be able to do so based on their own elect- 
ed legislators. And I would encourage the business community to 
work with the states in accomplishing that. 

Mr. Gowdy. Mr. Henchman, what would be your perspective on 
that remedy? 

Mr. Henchman. Well, I would say there is no incentive the 
states will ever do that. And on the contrary, the incentive is to 
move away from apportionment — away from uniformity. And we 
have seen that in apportionment, where back in the ’50’s Congress 
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and through the Willis Commission threatened, look, this is a mess 
in apportionment, and so you guys just need to adopt a standard 
otherwise we are going to do it for you. And it took until a bill 
nearly being passed by Congress for the states to get together and 
adopt a uniform standard. 

And since Congress has moved to other matters, the states have 
now wandered off and now we have all these different apportion- 
ment standards. That is the way states go on these things. It is 
going to take Congress or the courts to impose uniformity, the 
states are not going to do it on its own. 

Mr. Gowdy. Mr. Schroeder, I am from South Carolina and if I 
can help you navigate that form, I will be happy to try and help, 
but thank you for doing business in South Carolina. 

And with that I would yield back the remainder of my time, Mr. 
Chair. 

Mr. Coble. I thank the gentleman from South Carolina. 

The gentleman from Tennessee, Mr. Cohen is recognized. 

Mr. Cohen. Thank you, sir. 

Are all of you all familiar with the Section 4 of this H.R. 1439? 
Mr. Johnson, you are? 

Mr. Johnson. Pardon me? 

Mr. Cohen. Section 4, the new section in H.R. 1439? 

Mr. Henchman. The Joyce Finnigan Provision I think? 

Mr. Johnson. Yes. 

Mr. Cohen. You’re familiar with it then. What do you think 
about it, sir? It was not in the prior Business Activities Simplifica- 
tion Act. 

Mr. Johnson. Well 

Mr. Cohen. How does that impact state governments? 

Mr. Johnson. To — a simple example would be the — under the 
prior versions of the bill the technique I talked about where you 
would set up an intangible holding company for trademarks, that 
would not have worked in Utah, because we are a combined state. 
We would have taken the position that both the trademark holding 
company and the retailer are a single business entity as long as 
one of them has nexus in the state, the other one wouldn’t. So that 
technique would not have worked under prior bills. 

Under this bill it will work because we are required to consider 
each individual member of the combined group, individually, for 
purposes of determining whether or not it has nexus under this 
provision. So this is a dramatic expansion of the preemption. 

Mr. Cohen. So you are against it? 

Mr. Johnson. I am very much against it. 

Mr. Cohen. Yeah, I would think so. 

Mr. Henchman, where are you on this? 

Mr. Henchman. The — what is at issue here is basically two dif- 
ferent interpretations of how you calculate nexus for different 
states, it is known as the Joyce standard and the Finnigan stand- 
ard. The Joyce standard brings in — does not bring in entities for 
which the state doesn’t have nexus, the Finnigan standard does. 

We view the Finnigan standard as the more aggressive one and 
the Joyce one as not. And this statute would enshrine the Joyce 
standard which limits state taxation to those entities that are actu- 
ally have nexus with the state. 
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Mr. Cohen. Mr. Schroeder, are you familiar with this? 

Mr. Schroeder. I am sorry, I didn’t hear. 

Mr. Cohen. Are you familiar with this section of the law? 

Mr. Schroeder. I am not in detail, but judging from what I am 
hearing is, you know, what we are looking for as a small business 
is simply a bright line test that helps us establish where do we 
have nexus and understanding why, because we want to make sure 
we spend as much of our resources as possible helping our 
franchisees grow and to grow their business and we need some 
clarity and reduction of uncertainty to be able to do that. 

Mr. Cohen. Now you are a franchisor. 

Mr. Schroeder. Right. 

Mr. Cohen. And you are here because you are a member of the 
franchise association, but you don’t necessarily representative the 
franchise association. Is that correct? 

Mr. Schroeder. Correct. 

Mr. Cohen. All right. So you do not know the — ^but the franchise 
association is 100 percent consistent with your position? 

Mr. Schroeder. Yes. 

Mr. Cohen. Okay. I got you. 

I yield back the remainder of my time. Thank you. 

Mr. Coble. Thank you. 

Trent, if you can keep it fairly brief I think we can get out of 
here, if you will do that. 

Mr. Franks. I will move it, Mr. Chairman. 

Mr. Coble. The distinguished gentleman from Arizona, Mr. 
Franks. 

Mr. Franks. All right. Mr. Johnson, what is your response to the 
stories from companies such as Outdoor Brands that small busi- 
nesses facing this kind of Hobson’s Choice of either hiring expen- 
sive accountants to decipher the various state laws or the state 
nexus rules or roll the dice and just make the best conclusion they 
can and sometimes end up having a major tax liability. I mean 
isn’t that sort of a textbook example of kind of taxation without — 
that is unduly burdens to interstate commerce? 

Mr. Johnson. Well, as I stated. Congressman Franks, I have 
some sympathy for that position and I think the states have been 
somewhat derelict in not providing clearer standards. And I think 
a clear standard, for example, might include a de minimis amount 
of sales. If you don’t have more than $250,000 worth of sales into 
the state, for example, that might be a good bright line. 

But with regard to franchises, franchise — the whole idea of a 
franchise is that when I am driving through Colorado or Wyoming 
or South Carolina and I see a franchise that I am familiar with 
from Utah, I am more likely to go to that business. I am more like- 
ly to participate there, patronize that business because it has built 
up good will in the state. So to say that a franchisor doesn’t benefit 
from the market created in Utah, I think frankly is not correct. 

Mr. Franks. Well, Mr. Henchman let me just ask you one ques- 
tion here sort of a combination question. 

I know that some states are already using the physical presence 
standard for net income and business activity taxes, even though 
I don’t think the Supreme Court has ever required it. So touch on 
that. 
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And then also the recent Iowa Supreme Court decision held that 
Kentucky — a Kentucky franchiser had a physical presence in Iowa 
because the franchisee was using the franchisor’s intellectual prop- 
erty to, you know, pursuant to a franchisor contract arrangement. 
And that is — ^boy, that is something that is very hard for a business 
to — you know, I came from a small business background 

Mr. Henchman. Right. 

Mr. Franks [continuing]. And sometimes businesses don’t know 
whether to jump or go blind. And tell me, what do you think about 
that and what is the answer to it. 

Mr. Henchman. Sure. I mean Mr. Johnson and I think some of 
the members have talked about tax planning. There is also issues 
of this is just how they have designed the business. I mean if some- 
body is structuring their business with the intent of avoiding taxes 
they owe, then Mr. Johnson and his fellow tax commissioners have 
the legal power to go after them. I mean you can do (inaudible) re- 
porting, you can do unitary, you do a whole bunch of other — and 
you can prosecute them. 

If it is just made up to avoid taxes you can go after them and 
nothing in this bill stops that. But with people who legitimately 
structured their business in that way, they face a lot of problems 
the way the system is set up now. 

Mr. Franks. Yeah. Well Mr. Chairman, I will just make a com- 
ment and I am through. It seems to me, you know, the IRS and 
tax agencies are always saying that businesses and individuals 
have every right to pay as little taxes as they can, within the clear 
confines of the law. But when the confines of the law are just com- 
pletely murky it is not fair to businesses or individuals and it is 
the responsible of Government to make those lines clear. And of 
course, in my judgment, also to somehow find ourselves somewhere 
in the vicinity of the Constitution at the same time. 

So with that I yield back. 

Mr. Coble. I thank the gentleman. 

Good news for the witnesses, we won’t keep you here all the rest 
of the afternoon waiting for us to return. I thank you all for your 
testimony. Your written statements will be made part of the record. 

We appreciate those in the audience for your presence today as 
well. 

Without objection all Members will have 5 legislative days to 
submit to the Chair additional written questions for the witnesses 
which we will forward and ask the witnesses to respond as prompt- 
ly as they can do so with their answers that may also be made a 
part of the record. Without objection all Members will have 5 legis- 
lative days to submit any additional materials for inclusion in the 
record. 

And this hearing stands adjourned. 

[Whereupon, at 2:35 p.m., the Subcommittee was adjourned.] 
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The American Bankers Association (ABA) appreciates the opportunity to submit a 
statement for the record for the hearing held on H.R. 1 439, the Business Activity Tax 
Simplification Act of 2009 (BATSA). ABA would like to express our support for B ATSA and 
encourage the Judiciary Committee to mark up this important legislation. 

ABA brings together banks of all sizes and charters into one association, and works to 
enhance the competitiveness of the nation’s banking industry and strengthen America’s economy 
and communities. Its members - the majority of which are banks with less than $125 million in 
assets - represent over 95 percent of the industry’s $13.3 trillion in assets and employ more than 
2 million men and women. 

Today, banks of all sizes face the difficulties associated with the uncertainty of states’ 
business activity taxes. The differences in the application of the tax greatly increase compliance 
and legal expenses that will ultimately be borne by customers and our economy at large. ABA 
strongly supports BATSA, which would modernize existing law to ensure that states and 
localities can only impose their business activity taxes in certain clearly defined situations, such 
as where an entity has physical presence (i.e., property or employees) and thereby receives 
related benefits and protections from the jurisdiction. ABA appreciates the leadership of 
Representatives Bob Goodlatte (R-’VA) and Bobby Scott (D-’VA) in introducing this legislation, 
and we encourage Congress to enact it in order to provide businesses with more certainty on this 
issue. There are three key points we wish to make: 


> Inconsistent and unclear taxation standards between states subject businesses to litigation 
and other onerous business costs, which are especially harmful to small businesses. 

> Greater certainty for businesses will foster a more stable business environment that 
encourages investment and creates newjobs. 

> BATSA will help minimize litigation costs and uncertainty for businesses by clarifying 
that entities must have a physical presence in the taxing jurisdiction in order to be subj ect 
to state and local taxes. 


American Bankers Association 
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I. Inconsistent and unclear taxation standards between states subject businesses to 
litigation and other onerous business costs, which are especially harmful to small 
businesses. 

An increasing number of states have enacted, or are considering, legislation that would 
lower the threshold of what constitutes “substantial nexus” for purposes of taxing a business’ 
activity within the state. However, there is no uniform definition or application of “substantial 
nexus” among the states and no set rules or parameters for determining how a state would apply 
the nexus standard - it varies from state to state. Therefore, each state applies its own nexus 
standard to determine when an out-of-state business that has contacts with the state is required to 
pay income tax. In fact, in some states, the presence of even one customer within the state would 
establish the state’s required nexus for applying its business income tax to an out-of-state 
business. 

This type of application of the nexus standard is devastating for small businesses, 
especially community banks, because they do not possess the substantial resources required to 
comply with a proliferation of disparate state tax laws. There are almost 3,000 banks and 
savings associations with fewer than 25 employees. Almost 800 of these have fewer than 1 0 
employees. Many of these community banks operate near state borders and therefore, have 
contacts with consumers residing in different states. Additionally, many financial institutions 
now provide services to customers online, which allows people nationwide to take advantage of 
increased competition and better services to fit their individual needs. Without a uniform 
standard, these institutions find themselves subject to different states’ standards that result in 
undue costs and burdens. 


II. Greater certainty for businesses will foster a more stable business environment that 
encourages investment and creates new jobs. 

The additional costs resulting from the application of disparate standards divert resources 
businesses could invest in areas such as product innovation, improved customer service, or 
additional employees. The result would be fewer products offered to consumers at higher prices. 
Worse yet, without business certainty, some financial service providers may cease doing 
business in those states where additional tax burdens exist. Therefore, states that aggressively 
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tax out-of-state businesses could have the effect of reducing choices available to consumers in 
those states. Consumers may experience reduced access to credit and increased credit costs. 
This could have even broader negative effects on individual states’ economies and, possibly, the 
economy of a larger region. 


111. BATSA will help minimize litigation costs and uncertainty for businesses by 

clarifying that entities must have a physical presence in the taxing jurisdiction in 
order to be subject to state and local taxes. 

BATSA would take away uncertainty by codifying in federal law that an actual physical 
presence in a state is required in order for a state to impose tax on an out-of-state business. It 
would also include a bright-line test that would establish a minimal amount of activity a business 
must perfonn in a state before it is subject to income taxes and additional paperwork. Finally, 
this bill would help limit businesses’ exposure to unanticipated taxes, and thus reduce 
compliance and legal costs associated with frivolous nexus claims. 

ABA strongly supports this legislation and hopes that Congress will work quickly to pass 
it. ABA applauds Representatives Bob Goodlatte (R-VA) and Bobby Scott (D-VA), who have 
introduced H R. 1439 to address the lack of unifonnity in the standard for taxing an out-of-state 
business’ activity within a state. This bill provides a unifonn definition for the standard to be 
employed by states in establishing whether an out-of-state business should be subject to tax for 
activities conducted within the state - this will greatly help streamline the out-of-state business 
activity tax within states and limit businesses’ exposure to burdensome business activity taxes. 


American Bankers Association 
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The Honorable Howard Coble 
House Judiciary Committee 

Subconuniltcc on Courts, Commercial and Adminisiralive Law 
United Slates House of Representatives 
Washington. DC 20515 

The Honorable Steve Cohen 
House Judiciary Committee 

Subconuniltce on Courts, Commercial and Adminisiralive Law 
United States House of Representatives 
Washington. DC 20515 

Dear Chairman Coble. Ranking Member Cohen and Members ofihc Subcommittee: 

The American Financial Services Association (AFSA) urges you to support H.R. 1439. the 
Business Ai'tivify’ Tax Simplifkalion Act (BA FSA), which would prohibit slate taxation of an out- 
of-state entity unless such entity has a physical presence in the taxing .slate. 

Based In Washington. DC. AFSA is the national irodc association for the consumer credit 
industry, protecting access to aedit and consumer choice. Its 350 members include consumer 
and commercial llnancc companies, auto (inancc/lcasing companies, mortgage lenders, credit 
card isstters. industrial hanks and industry suppliers. 

Federal legislation in this area Ls clearly needed. The Supreme Court has declined to rule on the 
'^substantial nexus" standard as applied to business activity taxes. Thus, many state governments 
have filled the void left by the Court by creating a complex set ordifTcrcnl lax rules. 

BATSA will provide clear guidelines which will ensure fairness and create a secure business 
en\ uomnent that will encourage businesses to invest and to expand interstate commerce. The 
Icgislnlioii will also minimize expensive litigation for taxpayers and slate governments. 

Thank you for your attention in this matter. 

Respectfully. 


Bill Hiniplcr 

Executive Vice President 
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The American Homeowners Grassroots Alliance (AHGA) commends the House 
Judiciary Commercial and Administrative Law Subcommittee for holding this hearing on 
business activity taxes. AHGA is a nonpartisan consumer advocacy organization which 
focuses on policy issues that have a significant economic impact on the nation’s 75 
million homeowners. 

Nexus is the key issue related to the application of business activity taxes as well as the 
obligation of Internet-based businesses to provide state and local sales tax collection 
services for the approximately 7,000 state and local taxing authorities outside of those 
businesses’ home jurisdictions. Historically nexus has been defined as a physical 
presence, i.e. a physical facility such as a headquarters, warehouse, sales office etc. 

Business activity taxes impact homeowners and other consumers. Business activity 
taxes are inevitably passed on to consumers and are directly burdensome to the 
growing numbers of home-based businesses, which now number 18 million, according 
to U S Census figures. For these reasons AHGA supports H.R 1439, the Business 
Activity Tax Simplification Act of 201 1 (“BATSA"), which would clarify the constitutional 
requirement for a physical presence nexus standard governing state assessment of 
corporate income taxes and comparable taxes on a business. It would set a universal 
fair standard for defining nexus and it addresses the question of whether digital 
commerce, Internet use, the movement of intangible goods and software, and similar 
activities would create physical presence in a state. 

A growing share of home based and other micro businesses are Internet-centric. 
Although they sell their products and services across the country very few have a 
physical presence anywhere except their home jurisdiction. They face a nexus related 
challenge - the trend of state and local governments in other jurisdictions to impose 
business activity taxes on them based on new “economic nexus” concepts, even though 
those companies have no physical presence in the taxing jurisdiction. As a result they 
are effectively being forced to help underwrite a state infrastructure that they place no 
burden on and do not receive any benefit from. 

Neither businesses nor consumers favor the new “economic nexus” approaches to 
expanding business activity tax liability. In fact, according to a 2008 Parade Magazine 
survey of 3,125 readers, 85% of consumers oppose taxes on Internet sales. Consumers 
do not want any state and local sales taxes imposed on their Internet purchases, and 
they do not want those purchases to be taxed indirectly through the imposition of 
business activity taxes on their Internet suppliers. It is logical that they would also not 
want to pay more for products from out of state non-Internet suppliers of goods and 
services through the imposition of unjustified business access charges. State and local 
government officials who wish to reflect the will of their constituents should be 
supporting ways to reduce business taxes on Internet companies. 

Restricting the expansion of business activity tax liability is also sound tax policy. 
Imposing unjustified new business activity taxes raises the costs of those products to 
consumers and reduces the international competitiveness of U.S. companies. These 
taxes also violate the U.S. Constitution by unduly burdening the free flow of interstate 
commerce. 
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Encouraging Internet commerce is also sound environmental and economic policy. A 
drive to the mall generates greenhouse gasses, contributes to traffic congestion, and 
creates wear and tear on the transportation infrastructure. A consumer who uses 
Internet commerce to eliminate as little as 1 ,000 miles annually in driving to stores 
reduces C02 emissions by about 1 ,000 lbs a year and saves about $200 in gas 
expenses. A click of the mouse therefore reduces the demand for gas, helping to keep 
gas prices down while also saving state and local governments on transportation 
infrastructure maintenance costs. The mail carriers and FedEx, UPS or vendors’ trucks 
delivering your orders will be coming down your street anyway, so Internet commerce 
does not create any additional costs or adverse consequences. Americans work more 
hours than any other society. Internet commerce also saves consumers a lot of time, a 
precious commodity for all of us in our society where long working hours leaves too little 
time for personal relationships and other interests. 

For all these reasons AHGA urges all the members of House Judiciary Commercial and 
Administrative Law Subcommittee to support the Business Activity Tax Simplification 
Act of 201 1 , as well as other efforts to encourage the use of Internet commerce. 
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The Honorable Howard Coble. Chairman 
The Honorable SIe^■e Cohen. Ranking .Member 
Subcommillee on Courts. Commercial and Adminislrauve Law 
5 1 7 Cannon House Office Building 
Washington. OC 2U.‘il.‘i 

April 13.2011 

Dear Chairman Coble. Ranking Member Cohen, and .Members of this Subcommittee. 

As you may know, the American Legislative Exchange Council (ALEC) is the nation s largest, nonpartisan. 
Individual membership association of slate legislators. ALEC's Tax and Fiscal Policy Task Force works with 
our members to develop responsible lax policy ihai promotes simplicity, piediciability. transparency, and 
economic growth. Based on these key principles. ALEC suppons the physical presence standard for business 
activity taxes within the Business Activity Tax Simplification Act of 201 l(H.R. 14.19). 

Direct state and local taxes on business, also known as "business activity taxes." such as income, franchise, net 
worth, business license, business and occupation, capital stock, and the like, impose great burdens on businesses 
engaged in interstate commerce. To ensure a healthy national economy, we urge policymakers to simplify 
business activity ta.xes to ensure that only businesses with a physical presence in the state will be required to 
pay these taxes. 

The physical presence standard for business activity taxes promotes predictability and ensures that businesses 
who receive benefiLs and protections provided by state and local govemmenls pay their fair share for the 
services they utilize. We helieve H.R 1439 provides a simple and logical framework for business activity taxes 
that will protect interstate commerce. A business activity tax filing requiivmeni based on any rule other lhan the 
physical presence standard would result In costly filing requirements and increased transaclion cosLs for 
businesses. 

Funliennoio. ALEC’s Tax and Fiscal Policy Task Force recently pas.sed a '■Resolution on Stale and Local 
Business Activity Taxes" in support of the physical presence standard. We believe that the Business Activity 
Tax .Simplification Act of 2011 is pro-growth legislation which promotes responsible and effective tax policy. 

.Sincerely. 

Senator Jim Buck. Indiana 
Public Sector Chainnan 
Tax and Fiscal Policy Task Force 
American Legislative Exchange Council 

Jonathan Williams 

Director. Tax and Fiscal Policy Task Force 
American Legislative Exchange Council 
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Mr. Chairman, Ranking Member Cohen, and members of the Committee'. 

Interstate commerce depends very heavily on efficient freight transportation. Most of 
that freight is carried by truck - some 68% by tonnage and some 82% as measured by 
transportation receipts. The interstate motor carrier industry is correspondingly large, 
comprising several hundred thousand companies. Although some carriers are large, the 
overwhelming majority of trucking companies are small businesses. The average 
trucking company operates a fleet of only six trucks, and there are many thousands of 
operations with only a single vehicle.^ In many respects, these small businesses resemble 
their counterparts in other industries, except that even the smallest motor carriers may 
operate in dozens of states in the regular course of their business. 

Our industry faces a serious threat of disproportionate state business taxation, along with 
the administrative costs and burdens that come with it, from states in which trucking 
companies do little or no business and with which they have few if any of the connections 
that are commonly considered to establish tax nexus. The American Trucking 
Associations appreciates this opportunity to Join with other industries to support the call 
for federal relief from overreaching and inequitable state taxation of interstate 
commerce.^ H.R. 1439, the Business Activities Tax Simplification Act of 2011, 
represents the kind of effort that is necessary. We urge Congress to enact such business 
tax relief promptly. 

Background 

Until 1980, interstate motor carriers were subject to strict federal regulation in an 
economic sense. Prior to deregulation, individual trucking companies did not typically 
travel in more than a few states and therefore were not exposed to taxation in many 
states. The great expansion in the number of trucking companies and in the scope of their 
operations in a largely deregulated economy has changed that. And with deregulation, 
states began to tap what they saw as a new source of revenue. The fact that trucking 
companies might be involved in critical areas of interstate commerce seems to have made 
them more rather than less attractive objects for taxation for states and localities, since, in 
any given place, most of the trucks passing through do not represent local residents but 
businesses from outside the state. 


Some 90% ofTniiLor carriers operate fewer than six trucks; stime 3% operate more than twenty. American 
Tmcking Assns., 20I0-20II American Trucking Trends, ATA: Ai'liiigton, VA, 2010, pp. v-vi. 

■ ATA is the national trade association of the American trucking industry. It is a imitcd federation of motor 
carriers, slate trucking associations, and national trucking conferences created to promote and protect the 
interests of the motor cairier industiy . ATA’s membership includes more than 2,000 tmcking companies 
and suppliers of motor caiiier equipment and services. Directly and indirectly througli oiu affiliated 
organizations, ATA encompasses over 37,000 companies and cveiy type and class of motor carrier 
operation. 
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Time and again since 1980, Congress has had to step in to protect the motor carrier 
industry from the effects of state and local taxation, to restrict the taxing authority of 
these jurisdictions and the manner in which they may administer valid taxes. Some years 
ago, for example, a number of states began to assess personal income taxes against 
interstate truck drivers who merely drove through in the course of their employment. 
Congress responded to this intolerable situation by prohibiting any state but the state of 
residence from taxing an interstate transportation worker, and from requiring 
transportation company employers from withholding wages except for the state of 
residence.^ Again, following a U.S. Supreme Court decision on a state tax issue that 
could drastically have affected interstate bus operators, Congress stepped in to give this 
segment of motor carriers the relief they needed."* And in the Motor Carrier Act of 1980 
itself. Congress provided the industry protection against discriminatory state and local 
property taxes and access to federal district courts to invoke that protection. ^ 

Because of deregulation and the competition it has so successfully fostered, trucking is 
today a low-margin industry. Deregulation of our industry has saved the overall 
American economy billions in reduced transportation costs, but truck rates remain much 
lower in real tenns than they were before 1980.'* In a typical year, the average for-hire 
trucking operation may clear a 2% to 3% profit - very roughly, 3 to 6 cents per mile 
traveled by a truck. In a bad year, the average industry profit may sink close to zero.^ 
Compared to many other industries, motor carriers commonly have little in the way of net 
income for states to subject to tax. 

The years 2008, 2009, and 2010 were extraordinarily bad years for trucking. The 
deregulated industry has never faced times like these. Truck tonnage is down very 
substantially at the current time, the number of loads hauled is likewise down, and 
carriers’ revenue per load is down most of all. Only in 201 1 do we expect to see 
anything like a return to business as usual for motor carriers. 

Under economic regulation, except for the largest operations, motor carriers fulfilled their 
state business tax obligations at home. To a great extent, this has remained the case: 
small trucking companies, like small businesses in other industries, file corporate tax 
reports in their state of domicile and in perhaps one or two others where a significant 
proportion of their business may occur. ** Indeed, the typical smaller trucking operation 


TSt-e. 49U.S.C. 14503. 

49U.S.C. 14505. 

Congress has granted the railroad induslrv much more comprehensive protection in this respect, however: 
compare 49 U.S. 14502(b) with 49U.S.C. H501(b). 

American Trucking Assns., 2010-201 1 American Trucki7ig Trends, op. cit., p. 18. 

Statistics From 1993 through 2002. American Trucking Assns., 2004 American Trucking Trends, ATA: 
Alexandra, VA, p. 15. The U.S. DOT has yet to release data for more recent years. 

^ All interstate trucking operations, large and small, pay vehicle registration fees and motor fuel taxes for 
the use of the roads to each state in which they travel. Carriers fulfill these obligations to pay taxes tln'ough 
two organizations - the Inlemational Registration Plan and the International Fuel Tax Agreement - that, 
under Congressional mandate {see, 49 U.S.C. 3 1701, ensure that all stales administer these tax 


2 
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Held for Ransom 


Imagine now if you will the situation of a small trucking company, one that might be 
based in any state and operates only a few trucks. In the course of its business, it gets a 
call to pick up or to deliver a load in New Jersey, a state it may enter only occasionally. 

In New Jersey, perhaps at a rest stop or a shipper or consignee’s loading dock, an agent 
of the New Jersey Division of Taxation approaches the truck, identifies himself to the 
driver, states that the company hasn’t registered for the state’s corporate tax, and asks the 
driver how long the company has been picking up or delivering loads in New Jersey. The 
driver is unlikely to know, of course, but will probably venture some number of years. 

The state multiplies the number given by $1,100, and the resulting sum serves as a 
“jeopardy assessmenf’ of corporate tax - in practical effect the ransom for the truck, the 
driver, and its cargo. The truck and cargo is impounded, the driver is told to contact the 
company and that the truck will be released only when the money is wired to the state. If 
the driver protests at the outrage, he may be taken to jail. There is evidence lhal New 
Jersey has held up some 40,000 interstate motor carriers in this fashion over the last five 
to ten years, extracting many millions of dollars, whether owed or not, from interstate 
commerce, primarily fi'om small businesses'''' 

Other State Campaigns 

New Jersey is - so far - the only state that has attacked interstate commerce by truck so 
aggressively. Periodically, however, and typically in bad economic times like the 
present, one or more states mount a general campaign to force smaller trucking 
companies located outside their borders but traveling on their roads to pay their business 
taxes. Such a campaign typically starts with a widespread mailing of a “nexus 
questionnaire” to hundreds or thousands of motor carriers that have paid operating taxes 
to the state. “ Companies that answer the questionnaire and return it - and those that do 
not return it receive increasingly threatening communications from the state until they do 
- typically then receive a further letter from the state, advising them that the state has 


programs bv means of a uniform structure that all stales the revenues due them and minimizes 
administrative costs for state and motor earner alike. These operating taxes are not at issue here. 

^ Larger companies, of course, with facilities in multiple states, are obligated to file returns in those states 
as 'well as where their home offices arc located. 

New Jersey does accord a carrier the option of appealing the assessment - once it has been paid - but the 
process is long, laborious, expensive, and uncertain. Note loo that owner -operators that have incorporated, 
and many have, arc also subject to the New Jersey tax, even though they may never operate in the state 
under their o'wii interstate authority', but always while leased to another carrier. Sometimes, therefore, the 
presence of a single truck, making a single delivery- of freight, is nexus — as far as New .Jersey is concerned, 
that is - for two entities. In times like these, a jeopardy tax assessment vSuch as those New Jersey has been 
in the habit of levying on the industry could easily'' be the last straw for a company attempting to stave off 
bankmptcy. 

When the Pennsylvania Deparlmenl of Revenue began its “nexas campaigif’ against the industry about 
1 993, it mailed out threatening notices and assessments to some 30,000 interstate trucking companies. 
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Particularly for smaller motor carriers, this is a cruel absurdity. Typically, the state that 
seeks to force interstate motor carriers to pay its business taxes not only assesses for 
years of back taxes, but also either imposes a minimum corporate tax or taxes gross rather 
than net receipts. Through the use of these gimmicks, a state will have magnified the 
claimed liability out of all proportion either to the carrier’s travel in the state or to its net 
income. 

A large, unanticipated assessment for back taxes frequently represents a disaster for a 
small (or even a larger) motor carrier. For the more distant back years, the carrier will 
also be precluded by the statute of limitations from amending the returns it filed with its 
home state and claiming a credit. Last - and definitely not least - are the accountant’s 
fees the carrier must pay to have the newly required return prepared. These can run 
upwards of $1,500 for even a relatively simple corporate tax report. And this is an 
expense the carrier can look forward to bearing in each year into the future, for once it 
starts filing an annual tax return with a state it cannot easily stop doing so. 

State Nexus Standards 


What do states commonly assert as tax nexus for an interstate motor carrier? This is 
often unclear; state tax statutes and regulations often have nothing specific to motor 
carrier nexus, and provisions adequate for less mobile industries can be perplexing for 
administrator and carrier alike when applied to trucking. Moreover, while it is 
undoubtedly the case that a state may under the U S. Constitution levy a tax on an 
interstate motor carrier,'^ the U.S. Supreme Court has left this area of the law in 
obscurity. A state may make a mere assertion of nexus rather than define it exactly. 

Until recently, no state has sought to collect tax from a motor carrier that merely travels 
on Its roads and has no business at all in the state, but now at least a couple of states seem 
prepared to try to collect money on even that slim basis.*'' 

This uncertainty in the law leaves motor carriers in a quandary, not knowing whether to 
file in a given state or not. Some carriers file In many more states than Is warranted, and 
spend thousands of dollars annually in accountants’ fees to pay perhaps hundreds of 
dollars In state taxes.’’ Others, in the absence of any indication from a state that out-of- 


California, Massachusetts, New Jersey. New York, and Pennsylvania have all aggi'cssivcly souglit to tax 
inlerslale molor carriers while they imposed minimum taxes of several hundred to well over $ 1 ,000 per 
year. Michigan and Pennsylvania have sought lo impose taxes based at least in part on gross receipts on 
the industiy. Other states that regularly seek to impose their business taxes on interstate motor earriers tvith 
only slight contacts with the state include Illinois, Nebraska, Ohio, Virginia, and Wisconsin. 

In facL, the leading case in this area, Complete Auto Transit v. Brady, 430 U.S. 274 (1977), involved stale 
taxation of a motor cairier. 

' '' Nebraska and Ne'w Mexico have recently asserted nexus for motor carriers on the basis solely of such 
■‘pass-thi'ough'' miles, no other contact witli the state being, in their view, legally ncccssanu 
Filing in many stales has anolher danger for inlerslale molor carriers: overlapping stale apporliomnenl 
formulas can capture more lhan all of a carrier's net income for state taxation. See, for example, 
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interstate carriers. All of these costs of uncertainty, both administrative costs and the tax 
liabilities themselves, are passed on, sooner or later, to motor carriers’ customers, and are 
borne by interstate commerce and the Nation’s economy in general. 

State Retaliation 


The year 2009 saw something new in this difficult area - an instance of one state 
threatening to retaliate against another because of the latter’s aggressive pursuit of 
business taxes motor carriers based in the former. Colorado Joint Resolution HJR09- 
1 024, adopted May 6, 2009, and attached to this testimony, first recites the elements of 
the problem we are addressing here, and then encourages the Colorado Department of 
Revenue to increase its enforcement of Colorado business taxes against carriers based in 
states that have “unreasonably” burdened Colorado’s. In somewhat similar fashion, 
South Dakota Senate Concurrent Resolution 7, adopted March 9, 2009, and also attached 
to this testimony, calls on the state of Nebraska to “provide tax relief and amnesty” to 
trucking companies based in South Dakota. The situations these resolutions seek to 
address are serious, but it may be evident that state efforts of this sort could easily make 
things worse rather than better for interstate motor carriers. A federal solution is needed. 
The current economic times only make this more urgent. 

Conclusion 


For the reasons we have outlined, interstate motor carriers are joining with the other 
industries and approaching Congress for relief from the efforts of states to impose their 
taxes on interstate businesses that have very tenuous contacts with those states. Public 
Law 86-272 is of very limited - if indeed any — assistance to our industry, and the 
provisions of that law, which was both necessary and appropriate for its time, urgently 
need updating to reflect the Nation’s deregulated, more mobile, more service-oriented 
economy. Trucking companies - indeed interstate commerce, to which trucking is so 
critical - need protection from taxation by a state when they do not have a significant 
physical establishment within its borders. 

Once again, we appreciate this opportunity to testify before this committee. 

Robert C. Pitcher 

Vice President, State Laws 

American Trucking As.socialions 


Consolidated Freightway^s Corp. of Delaware v. Wisconshi Dept, of Revenue , All N.W.2d 44 (Wise., 
1991). 
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Statement of the National Association of Manufactures 
Before the 

House Judiciary Subcommittee on Courts, Commercial and Administrative Law 
U.S. House of Representatives 

Hearing on 

H.R. 1439: The Bnsiness Activity Tax SimpliTication Act of 2011 
April 13, 2011 


Mr. Chairman and Members of the Subcommittee, 

i am pieased to have the opportunity to submit this statement on behaif of the National 
Association of Manufacturers (NAM) for the record of the April 13. 2011, House Judiciary 
Subcommittee on Commerciai and Administrative Law hearing on H.R. 1439, The Business 
Activity Tax Simplification Act of 201 1. 

The NAM is the nation’s largest industrial trade association, representing smail and iarge 
manufacturers in every industrial sector and in ali 50 states. My name is Mark Louchheim and i 
have been President of Bobrick Washroom Equipment, Inc, for 18 years. Bobrick, a member of 
the NAM, is the ieading company in the world for design, manufacture and distribution of 
washroom accessories and toiiet partitions for the non-residentiai construction market. The 
company ceiebrated its 100*'' anniversary in 2006. 

The Business Activity Tax Simplification Act 

NAM members strongly support bipartisan legislation H.R. 1439, the Business Activity 
Tax Simpiification Act (BATSA), introduced in 2011 by House Judiciary Committee members 
Bob Goodiatte (R-VA) and Bobby Scott (D-VA). By estabiishing a bright-line physical presence 
test for when a state can tax out-of-state companies, BATSA wiil prevent the arbitrary state 
taxation of interstate commerce without jeopardizing the ability of states to iegitimately tax 
companies with operations in the state. 

Some states currentiy assess business activity taxes (BAT), e.g. income, franchise, or 
gross receipts taxes, on out-of-state manufacturers and other businesses that do not have any 
empioyees or property in the state. This arbitrary taxation of out-of-state businesses interferes 
with interstate commerce. Lawmakers last addressed this issue in 1959, when they ciarified that 
a state cannot impose income taxes on an out-of-state company if the company’s oniy contact 
with the state is to solicit orders for saies of tangible goods. BATSA would update the current 
“safe harbor” for soliciting sales of tangible goods to include sales of intangible goods and 
services. 


2 
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One Company’s Experience 

Bobrick’s headquarters, including manufacturing and distribution facilities, are located in 
North Hollywood, California. In addition, Bobrick has factories and warehouses in Colorado, 

New York, Oklahoma, Tennessee, and Toronto, Canada. The company, which employs more 
than 400 people, also has subsidiaries in Australia and England. Bobrick manufactures more 
than 70 percent of its products in the United States and exports more than $20,000,000 of U.S.- 
made products each year. 

Our products are sold in all fifty states to independent distributors who generally act as 
installing subcontractors to the general contractor constructing the building. All product orders 
are sent to a Bobrick facility and shipped using common carriers. 

Bobrick does not contest our responsibility to pay business activity and other taxes in the 
five states where we have facilities - California, Colorado, New York, Oklahoma, Tennessee. At 
the same time, the company has experienced first-hand attempts to impose business activity 
taxes on Bobrick by states where we do not deliver with company trucks, install or repair our 
products or have employees, offices, repair facilities, or bank accounts. Our efforts to fight these 
unfair assessments have consumed an enormous amount of time and valuable company 
financial resources, company dollars that could have been better spent on business expansion, 
job creation, and innovation. 

Moreover, this trend is increasing and states are becoming more aggressive in 
attempting to increase revenues from levying business activity taxes. In the past 18 months, we 
have had requests from 15 states asking us to complete a questionnaire, consisting of 15 to 40 
questions, to determine whether we have sufficient physical presence to constitute nexus with 
the state and thus be subject to the state’s business activity taxes. Based on the requests 
received this year, we expect to receive more requests from states in 201 1 than we have 
received during the last decade. 

There is no single litmus test to determine nexus for imposing business activity taxes on 
out-of-state businesses, but rather the nexus decision should be based on a preponderance of 
facts and circumstances. In the past, Bobrick generally has been able to answer most questions 
about presence in the negative and there have been no further inquiries from the state. 

However, this approach appears to be changing. The company recently received a 
questionnaire from Michigan that would impose nexus if we “actively solicit” through the use of 
the internet 

In addition, some states phrase a question in such a way that a “no” answer is not 
appropriate. For example, the compound question by the state of Texas includes employees, 
agents, or representatives who sell, solicit, or promote products in the state. Because of the way 
the question is worded, the state inevitably asserts nexus, which is what happened in our case. 
We appealed the Texas decision on nexus, an effort that cost us more than $185,000 for 
attorneys and consultants and a significant amount of internal staff time. The company filed a 
“Claim for Refund of Sales and Use Tax" with the Texas Comptroller of Public Accounts. Once 
Texas rejected this claim in 2010, we halted pursuing further legal action due to the high cost 
associated with such litigation and settled with the state. 


Furthermore, based on Bobrick’s experience and the experience of other NAM 
members, this arbitrary and discriminatory state taxation falls disproportionately on small and 
medium size companies. When my company was first challenged by the state of Texas, we 
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asked other small and medium size companies that are members of the NAM about their 
experiences. Several NAM member companies also had been contacted by the state of Texas. 
While they felt they were not subject to T exas business activity taxes, the amount of taxes 
involved was small in comparison to the cost of challenging Texas’ position, making it less 
costly for the company to pay the taxes. 

As a result, while it is likely that states may challenge successfully the imposition of 
business activity taxes, most companies can not justify the cost of a challenge. As we found in 
Texas, a company first must exhaust all the state remedies, both administrative and through the 
state courts before the company can proceed to federal court in the hopes that the U.S. 

Supreme Court eventually will take the case. Based on our estimates, this process could take 
multiple years and cost millions of dollars in legal fees. This situation is blatantly unfair and 
particularly burdensome for small and medium size companies that do not have in-house legal 
departments to fight this arbitrary state taxation. 

With more and more states taking an aggressive stance in imposing arbitrary business 
activity taxes on out-of-state companies, this additional taxation increases effective tax rates for 
U.S. -based companies, making it harder for these companies to compete globally. Also, these 
businesses will be subject to additional costs including collecting resale certificates and 
undergoing audits from various states. 

Summary 

The NAM strongly supports enactment of BATSA, which would establish a bright-line, 
physical presence test to determine when a state can levy income, franchise, gross receipts and 
other business activity taxes on out-of-state companies engaged in interstate commerce. By 
updating current law, BATSA would prevent a state from imposing business activity taxes on an 
out-of-state company if the company’s only contact with the state is to solicit sales of tangible 
and intangible goods and services. Companies without a physical presence in a state would not 
be subject to business activity taxes simply because they have worldwide customers. 

The legislation also would clarify that a state could not impose a business activity tax 
unless that state provides benefits or protections to the taxpayer. At the same time, it would 
reduce widespread litigation associated with the current climate of uncertainty that inhibits 
business expansion and innovation. Businesses of all sizes need the certainty of a “uniform 
state taxation nexus standard;” i.e. the minimum amount of activity a business must conduct in a 
particular state before it becomes subject to taxation in that state. 

Based on the increasing and arbitrary imposition of state taxes on out-of-state 
businesses, we strongly urge the full committee to take up and report favorably H.R. 1439, as 
soon as possible. Thank you in advance for supporting this important legislation. Bobrick, as 
well as companies of all sizes - particularly small manufacturers - would benefit from the clarity 
and certainty provided by this important legislation. 


4 
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Coalition FOR , Apni 13.2011 

Rational 

And 

Fair 

Taxation 


The Honorable Howard Coble, Chairman 

The Honorable Steve Cohen, Ranking Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Committee 

United States House of Representatives 

2138 Rayburn House Office Building 

Washington, DC 20515 

Re: Hearing on H.R. 1439, the Business Activity Tax Simplification Act 
Dear Chairman Coble and Ranking Member Cohen: 

Thank you for the opportunity to submit this statement for the record for the April 13, 
2011 hearing on the Business Activity Tax Simplification Act on behalf of the Coalition for 
Rational and Fair Taxation (“CRAFT”). CRAFT is a diverse coalition of some of America’s 
major corporations involved in interstate commerce, including technology companies, 
broadcasters, interstate direct retailers, publishers, financial services businesses, traditional 
manufacturers, and multistate entertainment and service businesses. CRAFT members operate 
throughout the United States, employ hundreds of thousands of American workers and generate 
billions of dollars for the nation’s economy. 

CRAFT believes that the bright-line, quantifiable physical presence nexus standard, as 
provided in the business activity tax simplification act (“BATSA”), recently introduced as the 
Business Activity Tax Simplification Act of 2011, H.R. 1439, is the appropriate standard for 
state and local taxation of out-of-state businesses. Further, CRAFT believes that the 
modernization of Public Law 86-272, as BATSA would accomplish, is essential for the health 
and growth of the American economy. Therefore, CRAFT strongly supports BATSA and 
respectfully urges the approval of this legislation for consideration by the full Congress and 
ultimate enactment. CRAFT believes that it is essential for Congress to provide clear guidance 
to the states in the area of state taxing jurisdiction, remove the drag that the current climate of 
uncertainty and unpredictability places on American businesses, and thereby protect American 
jobs and enhance the American economy. 

1 . Background 

The principal motivation for the adoption of the United States Constitution as a 
replacement to the Articles of Confederation was a desire to establish and ensure the 
maintenance of a single, integrated, robust American economy. This is reflected in the 

DM_US 10778585-1. 052903.0011 
^/ 12/11 
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The Honorable Howard Coble, Chairman 
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Commerce Clause, which provides Congress with the authority to safeguard the free flow of 
interstate commerce. Enacting legislation regarding states and localities imposing, regulating, or 
removing tax burdens placed on transactions in interstate commerce is not only within Congress’ 
realm of authority, it is also - we respectfully submit - Congress’ responsibility. This issue is 
also informed by the Due Process Clause of the Fourteenth Amendment. In the context of the 
Due Process Clause, the Supreme Court has determined that, in the area of state taxation, “the 
simple but controlling question is whether the state has given anything for which it can ask 
return.”* 


Unfortunately, some state revenue departments and state legislatures have been creating 
barriers to interstate commerce by aggressively attempting to impose direct taxes on out-of-state 
businesses that have little or no connection with their state. Specifically, some state revenue 
departments have asserted that they can tax a business based merely on its economic presence in 
the state — such as the presence of customers - based on the recently-minted notion of “economic 
nexus.” Such behavior is entirely understandable on the part of the taxing state because it has 
every incentive to try collecting as much revenue as possible from businesses that play no part in 
the taxing state’s society. But this country has long stood against such taxation without 
representation. And worse, the “economic nexus” concept flies in the face of the current state of 
business activity taxation, which is largely based on the eminently valid notion that a business 
should only be subject to tax by a state from which the business receives benefits and 
protections. And worse still, it creates significant uncertainty that has a chilling effect on 
interstate economic activity, dampening business expansion and job growth. As a practicing 
attorney, I regularly advise businesses that ultimately decide not to engage in a particular 
transaction out of concern that they might become subject to tax liability in that state. It is 
entirely appropriate for Congress to intervene to prevent individual states from erecting such 
barriers to trade, and to protect and promote the free flow of commerce between the states for the 
benefit of the American economy.^ 

Confronted with aggressive - and often constitutionally questionable - efforts of state 
revenue departments to tax their income when they have little or no presence in the jurisdiction, 
American businesses are faced with a difficult choice. They can challenge the specific tax 
imposition - but must bear substantial litigation costs to do so. Or, they can knuckle under to the 
state revenue departments and pay the asserted tax - but then they risk being subject to multiple 
taxation and risk violating their fiduciary responsibilities to their shareholders (by paying invalid 
taxes) and hence, become subject to shareholder lawsuits. Unfortunately, the latter choice is 
sometimes made, especially since some state revenue departments are utilizing “hardball” 


' Wisconsin v. J.C. Penney Co., 31 1 U.S. 435 (1940), 

^ See, e.g., Diann L. Smith, Supreme Court Would Uphold P.L. 86-272 (letter to the editors), 25 State Tax Notes 135 
(July 8, 2002) (discussing the authority of Congress to regulate interstate commerce). 

DM_'US 10778585-1 .052903.001 1 
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tactics^ Moreover, the compliance burdens of state business activity taxation can be immense. 
Think of an interstate business with customers in all 50 states. A recent study found that over 
3,000 state and loeal taxing jurisdietions eurrently impose some type of business aetivity tax, and 
thousands more have the authority to impose sueh taxes but do not eurrently do so."^ If economie 
nexus were the standard, that business would be faced with having to file an ineome or ffanehise 
tax return with every state, and pay lieense or similar taxes to thousands upon thousands of 
loealities. 

There ean be no doubt that the rapid growth of eleetronie commerce continues to 
drastically alter the shape of the American and global economies. As businesses adapt to the 
“new order” of conducting business, efforts by state revenue departments to expand their taxing 
jurisdiction to cover activities conducted in other jurisdictions constitute a significant burden on 
the business community’s ability to carry on business. Left unchecked, this attempted expansion 
of the states’ taxing power will have a chilling effect on the entire economy as tax burdens, 
compliance costs, litigation, and uncertainty escalate. Clearly, the time is ripe for Congress to 
consider when state and local governments should and should not be permitted to require out-of- 
state businesses to pay business activity taxes. It appears eminently fair and reasonable for 
Congress to provide relief from unfair and unreasonable impositions of business activity taxes on 
out-of-state businesses that have little or no physical connection with the state or locality. 

Consistent with principles enumerated by the Congressional Willis Commission report 
issued in 1965 and more recently by the majority report of the federal Advisory Commission on 
Electronic Commerce,^ BATSA is designed to address the issue of when a state should have 
authority to impose a direct tax on a business that has no or only a minimal connection to the 
state. This issue has become increasingly pressing as the U.S. and global economies have 
become less goods-focused and more service-oriented and as the use of modern technology has 
proliferated throughout the country and the world. BATSA applies to state and local business 
activity taxes, which are direct taxes that are imposed on businesses engaged in interstate 
commerce, such as corporate income taxes, gross receipts taxes, Ifanchise taxes, gross profits 
taxes, and capital stock taxes. BATSA does not apply to other taxes, like personal income 


^ See, e.g., Business Activity Tax Simplification Act of 2008: Hearing on HR. 5267 Before the House Comm, on 
Small Business, 1 10th Cong. (2008) (testimony of Barry Godwin, on behalf of National Marine Manufacturers 
Association). 

Ernst & Young, State and Local Jurisdictions Imposing Income, Franchise, and Gross Receipts Taxes on Business 
(March 7, 2007). 

^ See Special Subcomm. on State Taxation of Interstate Commerce of the House Comm, on the Judiciary of the U.S, 
House of Representatives, “State Taxation of Interstate Commerce,” H.R, Rep, No. 1480, 88th Cong,, 2d Sess. 
(1964); H.R. Reps. Nos. 565 and 952, 89th Cong. (1965); and Advisory Commission on Electronic Commerce, 
“Report to Congress,” pp. 17-20 (April 2000), respectively. 
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taxes, ^ gross premium taxes imposed on insurance companies, or transaction taxes, such as the 
New Mexico Gross Receipts and Compensating Tax Act" and other sales and use taxes. 

The underlying principle of this legislation is that only states and localities that provide 
meaningful benefits and protections to a business - like education, roads, fire and police 
protection, water, sewers, etc. - should be the ones who receive the benefit of that business’ 
taxes, rather than a remote state that provides no services to the business. Further, businesses 
should only pay tax to those states and localities where they earn their income, and income is 
only earned where a business is actually located. By imposing a physical presence standard for 
business activity taxes, BATSA ensures that the economic burden of state tax impositions is 
appropriately borne only by those businesses that receive such benefits and protection from the 
taxing state and ensures that businesses pay these taxes only to those states and localities where 
they have earned income. BATSA does so in a manner that ensures that the business community 
continues to pay its fair share of tax but that puts a stop to new and unfair tax impositions. 
Perhaps most important, BATSA’s physical presence nexus standard is entirely consistent with 
the jurisdictional standard that the federal government uses in tax treaties with its trading 
partners. In fact, creating consistency with the international standards of business taxation is 
vital to eliminating uncertainty and promoting the growth of the American economy. 

A. A Brief History 

The question of when a state has the authority to impose a tax directly on a business 
domiciled outside the state is a long-standing issue in constitutional jurisprudence.® In many 
ways, the issues before this Subcommittee first came to the fore a 1959 United States Supreme 
Court decision. In Northwestern States Portland Cement, the Supreme Court ruled that a 
corporation with several sales people assigned to an office located in the State of Minnesota 
could be subjected to that state’s direct tax scheme.^ Prior to that time, there had been a “well- 
settled rule... that solicitation in interstate commerce was protected from taxation in the State 
where the solicitation took place.”’^ The Supreme Court’s 1959 decision in Northwestern States 
Portland Cement, coupled with the Court’s refusal to hear two other cases^' (where the 
taxpayers, who did not maintain offices in the state, conducted activities in the state that were 
limited to mere solicitation of orders by visiting salespeople), cast some doubt on that “well- 
settled rule” and fueled significant concern within the business community that the states could 


^ In addition, nothing in BATSA affects the responsibilities of an employer to withhold personal income taxes paid 
to resident and nonresident employees earning income in a state or to pay employment or unemployment taxes. 

^ N.M. Stat. § 7-9-1 

® See, e.g., Walter Hellerstein, State Taxation of Interstate Business: Perspectives on Two Centuries of 
Constitutional Adjudication, 41 Tax Law. 37 (1987). 

^ Northwestern States Portland Cement Co. v, Minnesota, 358 U.S. 450 (1959). 

Wisconsin Dep’t of Revenue v. William WrigleyJr. Co., 505 U.S. 214, 238 (1992) (Kennedy, J., dissenting). 

" Brown Forman Distillers Corp. v. Collector of Revenue, 101 So.2d 70 (La. 1958), appeal dismissed and cert, 
denied, 359 U.S. 28 (1959); International Shoe Co. v. Fontenot, 107 So. 2d 640 (La. 1958), cert, denied, 359 U.S. 
984 (1959), 
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tax out-of-state businesses with unfettered authority, thereby imposing significant costs on 
businesses and harm to the American economy in general. As a result, Congress responded 
rapidly, enacting Public Law 86-272 a mere six months later. Public Law 86-272 prohibits states 
and localities from imposing income taxes on a business whose activities within the state are 
limited to soliciting sales of tangible personal property, if those orders are accepted outside- the 
state and the goods are shipped or delivered into the state from outside the state. Subsequently, 
the Congressional Willis Commission studied this and other interstate tax issues and concluded 
that, among other things, a business should not be subject to a direct tax imposition by a state in 
which it merely had customers.’^ 

B . Where We Are Tod a y 

Nearly fifty years after the flurry of activity resulting from the NorlhM>esl Portland 
Cement decision, there have been marked transformations in the global economy yet we are no 
closer to a definitive answer on the question that brings us here today, namely, when may the 
states impose their business activity taxes on out-of-state businesses. In recent years, certain 
states and state revenue department organizations have been advocating the position that a state 
has the right to impose tax on a business that merely has customers there, even if the business 
has no physical presence in the state whatsoever.^"* This “economic nexus” argument marks a 
departure from what businesses and other states have believed (and continue to believe) to be the 
proper jurisdictional standard for state taxation of business activity taxes. Specifically, CRAFT 
and other members of the business community believe that a state can impose direct taxes only 
on businesses that have a physical presence in the state. Although this issue has been litigated, 


P.L. No. 86-272, 73 Slat. 555 (codified at 15 U.S.C. §§ 381 etseq). 

Special Subcomm. on State Taxation of Interstate Commerce of the House Comm, on the Judiciary of the U.S. 
House of Representatives, “State Taxation of Interstate Commerce,” H.R. Rep, No. 1480, 88th Cong., 2d Sess. 
(1964); H.R. Reps. Nos. 565 and 952, 89th Cong. (1965), Vol, 1, Part VI., ch. 39, 42. Seealso'^. Val Oveson, 
Leasom in State Tax Simplification, 2002 State Tax Today 18-39 (Jan. 20, 2002), 

A survey conducted by BNA Tax Analysts demonstrates the extent to which the states are asserting the right to 
impose tax on out-of-state businesses based on so-called “economic nexus” grounds. Special Report: 2008 Survey 
of State Tax Departments, 1 5 Multistate Tax. Rep’t 4, pp. S-15 - S-53 (April 25, 2008). See also Ensuring the 
Equity, Integrity and Viability of Multistate Tax Systems, Multistate Tax Commission Policy Statement 01-2 
(October 17, 2002). Accord Letter from Elizabeth Harchenko, Director, Oregon Department of Revenue, to Senator 
Ron Wyden (July 16, 2001). See also Doug Sheppard, The Certainty' of Disagreement an Business Activity Tax 
Nexus, 25 State Tax Notes 420 (Aug. 5, 2002). 

The Business Activity Tax Simplification Act of 2003: Hearing on H R. 3220 Before the Subcommittee on 
Commercial and Administrative Law of the House Comm, on the Judiciary, 108th Cong. (2004) (statements of 
Arthur R. Rosen on Behalf of the Coalition for Rational and Fair Taxation, Jamie Van Fossen, Chair of Iowa House 
Ways and Means Committee, and Vernon T. Turner, Smithfield Foods, Inc.); Jurisdiction to Tax - Constitutional, 
Council of State Taxation Policy Statement of 2001-2002; The Internet Tax Fairness Act of 2001 : Hearing on H.R. 
2526 Before the Subcommittee on Commercial and Administrative Law of the House Comm, on the Judiciary, 107th 
Cong. (2001) (statements of Arthur R. Rosen on Behalf of the Coalition for Rational and Fair Taxation; Stanley 
Sokul, Member, Advisory Commission On Electronic Commerce, on Behalf of the Direct Marketing Association 
and the Internet Tax Fairness Coalition). See also Scott D. Smith and Sharlene E. Amitay, Economic Nexus: An 

(continued...) 
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state courts and tribunals have rendered non-uniform decisions.*^ Unfortunately, the Supreme 
Court has not granted writs of certiorari in relevant cases. 

The bottom line is that businesses should only pay tax where they earn income. It may 
be true that without sales there can be no income. But, while this may make for a nice sound 
bite, it simply is not relevant. Economists agree that income is earned where an individual or 
business entity employs its labor and capital, i.e., where he, she or it actually performs work,'* 
In fact, as early as 1919, the Attorney General of the State of New York pointed out that “the 
work done, rather than the person paying for it, should be regarded as the ‘source’ of income,”'^ 
This is abundantly clear when one considers an individual telecommuter that works from an 
office in his or her home state, but whose employer is in a different state. Everyone would agree 
that the telecommuter earns income in his or her home state where he or she actually performs 
business activities, rather than where the employer, which is the customer for the individual’s 
services, is located. Like telecommuters, the location of a business’s customers is irrelevant 
because a business earns its income where it actually engages in business activities ~ in other 
words, where it has a physical presence. 

Proponents of an economic nexus standard argue that the states provide benefits for the 
welfare of society as a whole and, therefore, the states should be able to collect tax from all U.S. 
businesses, wherever located. Such an argument is not only ludicrous, but it ignores the fact that 
businesses (and individuals) are members of the American society and pay federal taxes for such 


Unworkable Standard for Jurisdiction, 25 State Tax Notes 787 (Sept, 9, 2002). See also Doug Sheppard, The 
Certainty of Disagreement on Business Activity Tax Nexus, 25 State Tax Notes 420 (Aug. 5, 2002), 

See, e.g, A & f Trademark, Inc. v. Tolson, 605 S.E.2d 1 87 (N.C. Ct. App, 2004), cert, denied, 2005 U.S. LEXIS 
6033 (2005); banco, Inc. v. Director, Div. of Taxation, 188 N.J. 380 (N.J. 2006), cert denied, 2007 U.S. LEXIS 
7736 (2007); West Virginia Tax Commissioner v. MBNA America Bank. N.A., 640 S.E. 2d 226 (W, Va. 2006), cert, 
denied. 2007 U.S, LEXIS 7868 (2007); Acme Royalty Co. v. Dir. of Revenue, 96 S. W.3d 72 (Mo. 2002); Rylander v. 
Bandag Licensing Corp., Tex. App. Ct., No. 03-99-00421 7-CV (May 1 1, 2000); J.C. Penney National Bank v. 
Johnson, 19 S.W.3d 831 (Tenn. Ct. App. 1999), app. denied {jQnn. 2000), cert, denied, 531 U.S. 927 (2000); Cerro 
Copper Prods., Inc., No. F-94-444, 1 995 Ala. Tax LEXIS 21 1 (Ala. Dep’t of Revenue Dec. 1 1 , 1995) {cf Lanzi v. 
State of Alabama Department of Revenue, 968 So. 2d 1 8 (AL Ct. Civ. App. 2006)); Geoffrey, Inc. v. South Carolina 
Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert, denied, 510 U.S. 992 (1993); and Wisconsin v, J.C. Penney Co., 
311 U.S, 435 (1940). 

A & F Trademark. Inc. v. Tolson, 605 S.E. 2d 187 (N.C, Ct, App. 2004), cert, denied, 2005 U.S. LEXIS 6033 
(2005); Comptroller of the Treasury v. SYL, Inc.; Crown Cork & Seal Co. (Del), Inc., 825 A.2d 399 (Md. 2003), 
cert, denied, 540 U.S. 9 and 540 U.S. 1090 (2003); J.C. Penney National Bank v. Johnson, 19 S.W.3d 831 (Tenn. 

Ct, App, 1999), cert, denied, 531 U.S. 927 (2000); Geoffrey, Inc. v. South Carolina Tax Comm'n, 437 S.E.2d 13, 
cert, denied, 510 U.S. 992 (1993); banco, Inc. v. Director. Div. of Taxation, 188 N.J. 380 (N.J. 2006), cert denied, 
2007 U.S. LEXIS 7736 (2007); MBNA America Bank, N.A.. 640 S.E. 2d 226 (W. Va. 2006), cert denied. 2007 U.S. 
LEXIS 7868 (2007); Capital One Bank v. Mass. Comm V of Rev. , 899 N.E.2d 76 (Mass. 2009), cert denied 2009 
U.S, LEXIS 4616 (2009); Geoffrey, Inc. v. Mass. Comm r of Rev., 899 N.E.2d 87 (Mass. 2009), cert denied2Q09 
U.S. LEXIS 4584 (2009). 

As noted by one state tax expert, ‘“[i]ncome,’ we were told long ago, ‘may be defined as the gain derived from 
capital, from labor, or from both combined.’” W. Hellerstein, On the Proposed Single-Factor Formula in Michigan, 
State Tax Notes, Oct. 2, 1 995, at 1000 (quoting Eisner v. Macomber, 252 U.S. 189, 207 (1920)), 

Op. N.Y. Att’y Gen. 301 (May 29, 1919) (emphasis added). 
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general benefits and protections. Proponents of an economic nexus standard also argue that 
states have spent significant amounts of revenue to maintain an infrastructure for interstate 
commerce which enables out-of-state businesses to make sales to customers in the state. 
However, the imposition of a direct tax on an out-of-state business simply cannot be justified on 
the basis that the state has provided a “viable marketplace” in which to sell goods. It is well 
accepted that taxes should be, at least in part, payments for benefits or services received from the 
government;^^ however, the level of benefits and protections provided by a state must be 
meaningful, not merely incidental or obscure, to warrant the imposition of a direct tax. 
Businesses only receive meaningful benefits and protections (such as fire and police protection, 
roads, waters, sewers and education) if they are actually located within a jurisdiction. It is also 
important to recognize that while a state government may expend resources to maintain an 
infrastructure for interstate commerce, it does so for the benefit of its constituents - the in-state 
customers who are presumably already compensating the state for this infrastructure - and not 
for the benefit of out-of-state sellers. Imposing business activity taxes on out-of-state businesses 
is truly “taxation without representation.”^' 

11. BATSA Provides an Appropriate Solution 

A. PROVisiom OF BATSA 

1. Codification of the Physical Presence Standard 

BATSA provides that a state or locality may not impose business activity taxes on 
businesses that do not have a “physical presence” (i.e., employees, property or the use of third 
parties to perform certain activities) within the taxing jurisdiction. In addition, BATSA provides 
exceptions for certain quantitatively and qualitatively de minimis activities in determining if the 
requisite physical presence requirement is met. 

Quantitatively, a business must have physical presence in a taxing jurisdiction for at least 
15 days during a taxable year. This 15-day de minimis rule is both appropriate and consistent 
with the principle that a person should be subject to tax only to the extent that person has 
received the benefits and protections of a state. The 15-day limitation is measured by each day 
that a business assigns one or more employees in the state, uses the services of an exclusive 
agent in the state, or has certain property in the state. Compliance with and administration of this 
standard would be simple and straightforward. 

Qualitatively, BATSA provides that presence in a state to conduct limited or transient 
activities will not be considered in determining whether a business has the requisite physical 
presence in the jurisdiction. This exception is designed to protect activities that are qualitatively 
de minimis. 


msconsin v. J.C. Penny Co., 31 1 U.S. 435 (1940). 

Although a business with a physical presence may not vote, it is clearly part of the jurisdiction’s local society and 
is able to have an impact on the government’s policies and practices. 
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BATSA also provides that an out-of-state business will be considered to have a physical 
presence in a state if that business uses the services of an agent (excluding an employee) to 
perform services that establish or maintain the taxpayer’s market in that state, but only if the 
agent does not perform business services in the state for any other person during the tax year. 
The ownership relationship between the out-of-state person and the in-state person is irrelevant 
for purposes of this provision. By limiting attribution of nexus only to situations involving 
market enhancing activities, BATSA not only more accurately reflects the economics of a 
transaction or business, but is also consistent with the current state of the law.^^ 

Consistent with its codification of a physical presence standard, BATSA provides that, in 
the context of a consolidated/combined return, the group return can only include in its 
apportionment factor numerators the in-state apportionment factors from corporations that have a 
physical presence in the state and that are not otherwise shielded from taxation by federal or state 
law. 


2. Modernization of Public Law 86-272 

As mentioned earlier, the economy has undergone significant changes since Public Law 
86-272 was enacted in 1959. In addition to codifying the physical presence nexus standard, 
BATSA modernizes the longstanding protections of Public Law 86-272 to include all sales and 
transactions, not just sales of tangible personal property. These provisions update Public Law 
86-272 for the 21st century by recognizing the shift in the focus of the global economy from 
tangible goods to services and intangibles, such as intellectual property. 

BATSA also ensures that Public Law 86-272 covers all business activity taxes, not just 
net income taxes. This provision addresses the efforts of some aggressive states to avoid the 
restrictions on state taxing jurisdiction imposed by Public Law 86-272 by establishing taxes on 
business activity that are measured by means other than the net income of the business. Two 
examples are the Ohio Commercial Activity Tax (“CAT”), which imposes a tax based on gross 
receipts, and the Texas Margin Tax, which imposes a tax based on “gross margin” (i.e., total 
revenues less either cost of goods sold or compensation). What is most distressing about this 
trend, is that some of these non-income based taxing schemes are specifically designed to 
circumvent the restrictions Congress intended when it enacted Public Law 86-272. For example, 
the New Jersey Corporation Business Tax was amended in 2002 to impose a gross profits/gross 
receipts tax; however, after June 2006, these “gross” taxes apply only to businesses protected by 


Attribution of physical presence for business activity tax purposes has been allowed in only one U.S. Supreme 
Court case where the in-state person performed market enhancement activities and only when those activities were 
conducted for a single out-of-state person. Tyler Pipe Industries Inc. v. Washington State Dep 't of Rev., 483 U.S. 
232 (1987). 

It is important to note that the business activity tax nexus provisions of BATSA and Public Law 86-272 are two 
separate constraints on state taxation of interstate commerce and each law operates independently of the other. 

Thus, any activities protected by Public Law 86-272, as modernized by BATSA, will not create a physical presence 
for that business, regardless of whether the protected activities occur in the taxing jurisdiction for more than 1 5 days. 
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Public Law 86-272. In other words. New Jersey has effectively circumvented the Congressional 
policy decision underlying the enactment of Public Law 86-272 by imposing a non-income tax 
only on those businesses that would otherwise be protected. While other states have not yet 
enacted such a targeted end-run around Public Law 86-272 as New Jersey, the enactment of the 
Ohio CAT and Texas Margin Tax indicate that states are increasingly considering enacting non- 
income-based business activity taxes. 

BATSA also provides that certain qualitatively de minimis activities will be treated in the 
same marmer as mere solicitation, and therefore, will be protected by the modernized provisions 
of Public Law 86-272. Like solicitation, these activities are qualitatively de minimis relative to 
the benefits that protecting such activities offers to the American economy as a whole,^’ 

Linder BATSA, these protected activities include situations where the business is 
patronizing the local market (i.e., being a customer), rather than exploiting that market (many 
states have issued rulings, albeit inconsistent and ad hoc in nature, recognizing this principle). 
This specifically encompasses business activities directly related to a business’s potential or 
actual purchase of goods or services within the state if the final decision to purchase is made 
outside the state The principle underlying the protection of such activities is that the business, in 
its role as a consumer, is not directly generating any revenue in the state from these activities but, 
rather, is generating economic activity in the state and is contributing to the income and 
economic health of the in-state business (income upon which the in-state business will be taxed 
by the state). Indeed, from a policy perspective, it makes little sense to impose tax on out-of- 
state businesses that choose to use the services or purchase products from an in-state company. 
Doing so would create a disincentive for out-of-state businesses to patronize in-state businesses, 
thereby negatively impacting the local market and tax revenues. 

These protected activities also include mere information gathering. Under BATSA, 
protected activities specifically include the furnishing of information to customers or affiliates, 
and the coverage of events or the gathering of other information in the state if the information is 
used or disseminated from a point outside of the state. The principle underlying the protection of 
such activities is that the mere furnishing of information is not market exploitation, and by 
protecting these activities, BATSA is protecting the free flow of information in interstate 
commerce. 


Yet another example is the modified gross receipts tax component of the recently enacted Michigan Business Tax, 
effective January 1, 2008. 

Even the OECD Model Tax Convention, which is a benchmark for the international jurisdictional standards for 
taxation, recognizes that certain activities should be disregarded. Organisation for Economic Co-operation and 
Development, Model Tax Convention on Income and on Capital, Articles 5, 7 (Jan. 28 2003) (“OECD Model Tax 
Convention”). 
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B . Comparison to Current Common La w 

The physical presence nexus standard in BATSA is consistent with the current state of 
the law. An out-of-state business must have nexus under both the Due Process Clause and the 
Commerce Clause before a state has the authority to impose tax on that business. The Supreme 
Court has determined that the Commerce Clause requires the existence of a “substantial nexus” 
between the taxing state and the putative taxpayer, whereas the Due Process Clause requires only 
a “minimum” connection. In Quill, the Supreme Court determined that, in the context of a 
business collecting sales and use taxes from its customers, the substantial nexus requirement 
could be satisfied only by the taxpayer having a non de minimis physical presence in the state; 
the Court refrained from articulating the appropriate measure for business activity taxes. This 
is because under the American legal system, a court only has the authority and responsibility to 
address the case before it. The Supreme Court has not granted a writ of certiorari to a case that 
would permit it to address the business activity tax nexus issue. So what constitutes substantial 
nexus for business activity taxes?^^ 

Since the Supreme Court has not yet ruled on this issue, we must use clear logic and 
review what state courts and tribunals have recently decided. The answer is clear: if non-de 
minimis physical presence is the test for a mere collection and remission situation such as is the 
case for sales and use taxes, physical presence must be, at a bare minimum, the appropriate test 
for the imposition of direct taxes such as business activity taxes. Indeed, the standard for 
business activity taxes should, if anything, be higher than the standard for sales taxes for at least 
two reasons. First, a business activity tax is an actual direct tax, and not a mere obligation to 
collect tax from someone else, so if anything, the consequent greater economic burden should 
require a greater connection with the taxing state (as the Supreme Court seems to have 
recognized). Second, the risk of multiple taxation is higher for income taxes than for sales and 


Quill Corp. V. North Dakota, 504 U.S. 298 (1992). 

Opponents of a physical presence standard cite International Harvester, a 1 944 United States Supreme Court 
case, as support for their position that economic nexus is appropriate. See International Harvester Co. v. Wisconsin 
Dep’t of Taxation, 322 U.S. 435 (1944). Reliance on this case is simply not appropriate because to do so ignores 
over 60 years of subsequent jurisprudence {e.g.. Complete Auto Transit Inc. v. Brady, 430 U.S. 274 (1977) and 
Quill). But even more fundamentally, the case involved a Due Process analysis and never considered the 
requirements of the Commerce Clause. In addition, when read in the proper context, it is clear that International 
Harvester does not endorse an economic presence standard for business activity taxes. In fact, International 
Harvester concerned the ability of Wisconsin to require a corporation with a physical presence in the state to 
withhold tax on dividends that it paid to its shareholders. Further, the imposition of liability on the corporation can 
be seen as merely a delayed income tax on the physically present corporation. Clearly, this case is not to be relied 
upon to determine the appropriate nexus standard for business activity taxes. 

“As an original matter, it might have been possible to distinguish between jurisdiction to tax and jurisdiction to 
compel collection of taxes as agent for the State, but we have rejected that.” Quill Corp. v. North Dakota, 504 U.S. 
298, 319 (U.S. 1992) (Scalia, J., concurring in part and concurring in the judgment) (citing National Geographic 
Society v. California Bd. of Equalization, 430 U.S. 551, 558 (1977); Scripto, Inc. v. Carson, 362 U.S. 207, 21 1 
(I960)). See also National Geographic Soc. v. California Bd. of Equalization, 430 U.S. 551, 558 (1977) (“Other 
fairly apportioned, non-discriminatory direct taxes have also been sustained when the taxes have been shown to be 
fairly related to the services provided the out-of-state seller by the taxing State. . . . The case for the validity of the 

(continued...) 
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use taxes. Sales and use taxes typically involve only two jurisdictions (the state of origin and 
the state of destination). However, corporate business activities often create contacts with many 
states. Several of the state-level decisions on this issue have concluded that there is no 
principled reason for there to be any lower of a standard for business activity taxes than for sales 
and use taxes. Finally, the complexities, intricacies, and inconsistencies among business 
activity taxes easily overshadow the administrative difficulties related to sales and use tax.^’ 

ni. Other Considerations 
A. Federalism 

Contrary to the arguments of some opponents of clarifying the standards for state 
business activity taxes, considerations of federalism support passing this legislation. A 
fundamental aspect of American federalism is that Congress has the authority and responsibility 
to ensure that interstate commerce is not burdened by state actions (including taxation of such 
commerce). The Founding Fathers, by discarding the Articles of Confederation and 
establishing a single national economy, intended for Congress to protect the free flow of 
commerce among the states against efforts by individual states to set up barriers to this trade. 
Congress itself has recognized this numerous times in the context of state taxation and has 
exercised its responsibilities repeatedly by enacting laws that limit the states’ authority to impose 
taxes that would unreasonably burden interstate commerce. Some critics argue that such 


imposition upon the out-of-state seller enjoying such services of a duty to collect a use tax is even stronger.” 
(citations omitted)). 

See, e.g.. National Geographic Soc. v. California Bd. of Equalization, 430 U.S. 551, 558 (U.S. 1977), 

This includes 7 C. Penney National Bank v, Johnson, 19 S.W.3d 83 1 (Tenn. Ct. App. 1999), cert, denied, 531 U,S, 
927 (2000); America Online v. Johnson, No. 97-3786-111, Tenn. Chancery Ct. (Mar. 1 3, 2001); Cerro Copper 
Prods., Inc., No, F-94-444, 1995 Ala, Tax LEXIS 21 1 (Ala. Dep’t of Revenue Dec. 1 1, 1995), reh'g denied, 1996 
Ala. Tax LEXIS 17 (Ala Dep’t of Revenue Jan. 29, 1996) {But see Lanii v. State of Alabama Department of 
Revenue, 968 So, 2d 1 8 (AL Ct, Civ, App. 2006)). 

See Gupta & Mills, Does Disconformity In State Corporate Income Tax Systems Affect Compliance Cost 
Burdens?, 56 Nat’I Tax J. 355 (June 2003) (discussing the compliance costs associated with state income taxes). 

See, e.g.. Federalism at Risk: A Report by the Multistate Tax Commission, Multistate Tax Commission (June 
2003); Respecting Federalism, Multistate Tax Commission Policy Statement 03-01. 

See. e.g., Diann L, Smith, Supreme Court Would Uphold P.L. 86-272 (letter to the editors), 25 State Tax Notes 
135 (July 8, 2002) (discussing the authority of Congress to regulate interstate commerce). 

A few examples include the Federal Aviation Act, which prohibits states and localities from levying a ticket tax, 
head charge, or gross receipts tax on individuals traveling by air, provides that airline employees may be taxed only 
in their state of residence and the state in which they perform at least fifty percent of their duties, allows only states 
in which an aircraft takes off or lands to tax the aircraft or an activity or service on the aircraft, and prohibits state 
“flyover” taxes); the Mobile Telecommunications Sourcing Act, which prohibits states from taxing mobile 
telecommunications service unless the state is the user’s place of primary use of the service; the Amtrak 
Reauthorization Act of 1 997, which prohibits states from taxing Amtrak ticket sales or gross receipts; Public Law 
104-95, which prohibits states from taxing pension income unless the pensioner resides in that state; the ICC 
Termination Act of 1995, which prohibits states from taxing interstate bus tickets; the Miscellaneous Revenue Act 
of 1981, which prohibits states and localities from imposing property taxes on air carriers’ property at a higher rate 
than that which is imposed on other commercial or industrial property in the state; the Railroad Regulatory Reform 

(continued...) 
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measures are too restrictive and violate principles of federalism.^^ No one disagrees that tension 
exists between a state’s authority to tax and the authority of Congress to regulate interstate 
commerce. However, the very adoption of the* Constitution was itself a backlash against the 
ability of states to impede commerce between the states; in adopting the Constitution, which 
expressly grants Congress the authority to regulate interstate commerce, the states relinquished a 
portion of their sovereignty,^^ Moreover, the Supreme Court has explicitly noted Congress’ role 
in the area of multistate taxation.^’ 

BATSA simply codifies the traditional jurisdictional standards for when a state or local 
government may impose a tax on a business engaged in interstate commerce; the bill does 
nothing to determine how a state may tax businesses that are properly subject to its taxing 
jurisdiction. A state remains free to determine what type of tax to impose, to determine how to 
apportion the income that is taxed in the state, to set the rate at which the chosen tax will be 
imposed, to determine whether or not to follow federal taxable income, to provide credits or 
deductions for certain types of expenses, and so on. BATSA merely confirms that the ability of 
states to tax is subject to constitutional limitations. Thus, BATSA strikes the correct balance 
between state autonomy/sovereignty and interstate commerce. 

B. Effect ON iNTERNATfONAL Taxation and American Competitiveness 

Our country’s own history and the federal government’s position in the context of 
international taxation provide a strong reason to establish a physical presence nexus standard. 
Specifically, a physical presence nexus standard would promote consistency between 
international tax and state tax jurisdictional standards. 

For over 80 years, the United States, along with most other countries in the world, has 
adopted and implemented a so-called “permanent establishment” standard in its income tax 
treaties with foreign jurisdictions. This “permanent establishment” standard is derived from the 
Model Tax Convention of the Organisation for Economic Co-operation and Development 
(“OECD”), which reflects a multinational consensus on the international jurisdictional standards 


and Revitalization Act of 1976 (the “4R Act”), which prohibits states from imposing differing taxes on railroad 
property; and the Soldiers and Sailors Civil Relief Act of 1940, which limits state taxation of members of the Armed 
Forces to the member’s state of residence, prohibiting different states in which the member may be stationed from 
also taxing that member. For a detailed list of instances where Congress has exercised its authority under the 
Commerce Clause, see Frank Shafroth, The Road Since Philadelphia, 30 State Tax Notes 155 (October 13, 2003). 

See Federalism at Risk: A Report by the Multistate Tax Commission, Multistate Tax Commission (June 2003); 
Respecting Federalism, Multistate Tax Commission Policy Statement 03-01 , 

See Adam D. Thierer, A Delicate Balance: Federalism. Interstate Commerce, and Economic Freedom in the 
Technological Age, The Heritage Foundation (1998) (citing Alexander Hamilton, Federalist No. 22), 

Barclay's Bank PLC V. Franchise Tax Bd. o/Ca/., 512 U.S. 298 (1994); Quill Corp. v. North Dakota, 504 \J.S. 
298 (1992), See also Eugene F, Corrigan, Searching for the Truth, 26 State Tax Notes 677 (Dec, 9, 2002) (“No 
amount of state legislation of any kind can extend a state’s taxing jurisdiction beyond the limits set by the Supreme 
Court; and that Court has, for all practical purposes, washed its hands of the matter, deferring it to Congress.”). 
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governing taxation. Specifically, the OECD Model Tax Convention aims to limit double 
taxation, i.e., situations in which a company is taxed both by the country in which the company 
is domiciled (“resident country”) and by a country that is the source of all or part of the 
company’s income (“source country”). Under the terms of the OECD Model Tax Convention, 
before a source country may impose a direct tax on a nonresident business’ commercial profits, 
the foreign taxpayer must have a “permanent establishment” in the source country, which is 
defined generally as a fixed place of business through which the business of an enterprise is 
wholly or partly carried on.'* In other words, the OECD Model' Tax Convention employs a 
physical presence jurisdictional standard. 

Although this “permanent establishment” standard has been in place for many decades, 
the OECD was recently charged with revisiting the concept in light of electronic commerce and 
the changing global economy. After careful consideration, the OECD maintained its firm 
reliance on physical presence."^^ Not only is BATSA’s physical presence nexus standard 
consistent conceptually with the OECD “permanent establishment” jurisdictional standard, but 
BATSA’s physical presence standard accomplishes the same policy goals by providing a bright- 
line standard that is clear and equitable. If a more expansive jurisdictional standard is adopted 


Jerome B. Libin & Timothy H, Gillis, II 's a Small World After All: The Intersection of Tax Jurisdiction at 
International, National, and Subnational Levels, 38 Ga. L. Rev. 1 97, 204 (2003). 

Organisation for Economic Co-operation and Development, Model Tax Convention on Income and on Capital, 
art, 7 (Jan. 28, 2003) (“OECD Mode] Tax Convention”), n. 1 . 

OECD Model Tax Convention, Articles 5, 7. 

See Libin & Gillis, supra note 39, at 204. 

The 2004 OECD working group approved additional language for the Commentary on the Convention on 
permanent establishments, The expanded Commentary on permanent establishments reads as follows: 

Indeed, the fact that a company’s own activities at a given location may provide an economic 
benefit to the business of another company does not mean that the latter company carries on its 
business through that location: clearly a company that merely purchases parts produced or services 
supplied by another company in a different country would not have a permanent establishment 
because of that, even though it may benefit from the manufacturing of these parts or the supplying 
of these services. 

Michael F. Mundaca, current Deputy Assistant Secretary for International Tax Affairs in the Treasury 
Department’s Office of Tax Policy, testified before the Senate Committee on Finance as to the effectiveness of this 
physical presence standard in the international context, and specifically stated that; 

[0]ur experiences in the international tax area, using the well-established PE [(i.e., permanent 
establishment)] concept, have demonstrated that a clear physical presence standard has created 
uniformity, predictability, and certainty. It has helped mitigate double taxation and prevent tax 
jurisdictional disputes. In addition, it has alleviated the administrative burden that would be 
imposed if taxpayer were forced to file and pay income tax in every jurisdiction in which they 
have customers or other sources of business income. Multistate taxpayers, likewise, can benefit 
from a similarly clear consensus standard, 


(continued...) 
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for state tax purposes than that used by the federal government for international tax purposes, it 
would surely dampen foreign investment in the United States. 

Indeed, foreign businesses are often shocked to learn that while treaties may insulate 
them from federal taxation, state taxation can still be imposed. This factor, when combined with 
the ambiguity of current state tax nexus law and the aggressiveness of state tax administrators, 
has put a real damper on foreign investment. Even when a foreign business initially considers 
opening an active business in the United States and paying federal tax and state tax where it 
locates its property and employees, the specter of having to pay tax to every jurisdiction where it 
merely has customers is quite intimidating. Addressing the problems of state tax uncertainty and 
the risk of litigation costs clearly has the potential to encourage additional foreign investment in 
the U.S., thus creating new jobs throughout the country. 

Further, if states were to decouple from the physical presence standard used for 
international tax purposes, it could prompt protests or retaliation by foreign governments and/or 
foreign corporations. Alarmingly, some countries are already saying that they want to 
renegotiate their treaties with the United States so they can begin taxing every U.S. business that 
has a customer in their country, citing the efforts of U.S. state revenue departments as support. 
Indeed, an official in the Treasury Department's Office of Tax Policy, prior to assuming that role, 
voiced concerns as to the potential international ramifications of assertions of expansive tax 
jurisdiction by the states. This would be disastrous for the American economy. Enactment of 
BATSA, which includes a nexus standard that is analogous to that found in U.S. tax treaties, is 
essential for ensuring that the current international system of taxation remains intact. 

IV. Response to Opponents of BATSA 


Business Activity Tax Simplification Act of 2005: Hearing on HR. 1956, “How Much Should Borders Matter? Tax 
.Jurisdiction in the New Economy’’ Before the Senate Subcommittee on International Trade and Global 
Competitiveness of the Senate Finance Committee, 1 09th Cong. (2006) (statement of Michael Mundaca, Partner, 
Ernst & Young), 

For example, Michael Mundaca, the current Deputy Assistant Secretary for International Tax Affairs in the 
Treasury Department’s Office of Tax Policy has stated that: 

[Ajssertions of expansive tax jurisdiction by the U.S. States could prompt not only protests or 
retaliation by foreign governments and corporations, but also encourage foreign countries and 
international organizations to reevaluate the PE [(i.e., permanent establishment)) standard. 

Business Activity Tax Simplification Act of 2005: Hearing on HR. 1956, "How Much Should Borders Matter? Tax 
Jurisdiction in the New Economy” Before the Senate Subcommittee on International Trade and Global 
Competitiveness of the Senate Finance Committee, 1 09th Cong. (2006) (statement of Michael Mundaca). 
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A, Effect ON State Revenues 

There is no basis for the assertion that BATSA could lead to any meaningful loss of state 
revenues, much less the large revenue loss that state tax officials and organizations assert."*' A 
comprehensive study of the 2005 BATSA bill projected that the nationwide revenue loss would 
be 0.8 percent of the total state and local business activity taxes covered by the bill and that the 
aggregate multi-state revenue loss would be less than one-tenth of one percent of all state and 
local taxes paid by businesses in 2005."*^ Although a study conducted by the Congressional 
Budget Office (“CBO”) of the 2005 version of BATSA asserts that revenue losses would be 
greater than that, the CBO’s study has been shown to be flawed in several respects."*^ For 
example, the study fails to acknowledge that many states will not lose revenue due to passage of 
BATSA because many states do not currently impose income taxes on businesses lacking 
physical presence in the state. 

B . Not A TaxShelter Vehicle 

BATSA neither encourages the use of abusive tax planning nor nullifies the ability of 
states to attack such shelters. Importantly, BATSA includes a specific provision ensuring that 
state governments retain all necessary weapons to fight what they perceive as inappropriate tax 
planning. Therefore, BATSA would have no effect on the ability of states to attack tax shelters 
using weapons such as the common law principles of economic substance, alter ego, and non-tax 
business purpose or statutory remedies such as combined reporting, I.R.C. § 482-type authority 
to make adjustments to properly reflect income, or similar provisions. 


See Congressional Budget Office Cost Estimate: H.R. 1956, Business Activity Tax Simplification Act of 2005, 
Congressional Budget Office (reported to House Committee on Judiciary on June 28, 2006). Impact of H.R. 1956 
Business Activity Tax Simplification Act of 2005 On Stales, National Governor’s Association (September 26, 2005); 
Dolores W. Gregory, New MTC Chief Names Top State Issues: SSTP, BA T Bills and Federal Tax Reform, 1 79 DTR 
G-8 (2005). But see Response to the National Governors Association Estimates of the State and Local Tax Impact 
of HR. 1956, Council on State Taxation (Oct, 6, 2005), available at www.statetax.org (addressing the shortcomings 
in the NGA’s estimates of the revenue impact of H.R, 1956). 

Ernst & Young, Estimates of Impact of H.R. 1956 on State and Local Business Tax Collections (July 25, 2006). 

Id. 

Indeed, statements by the former executive director of the Multistate Tax Commission confirm that physical 
presence is the current standard and, thus, indicates that such estimates of revenue loss are overstated: 

It seems to me that the states need to face the reality that most of them are generally incapable of 
enforcing the “doing business” standard anyway; in almost all cases they really fall back on the 
physical presence test as a practical matter. To the extent that they try to go beyond that test to 
reach out-of-state businesses for income tax jurisdiction purposes, they spend inordinate amounts 
of time and effort via bloated legal staffs that provide grounds for criticism of government in 
general - and with mixed success, at best. In short, it may be that the states would be forgoing the 
collection of corporate income taxes that they do not and cannot collect anyway. 

Eugene F, Corrigan, Stales Should Consider Trade-Offion Remote-Sales Problem (letter to the editor), 27 State Tax 
Notes 523 (Feb. 10,2003). 
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V. Conclusion 

A physical presence nexus standard provides a clear test that is consistent with the 
principles of current law and sound tax policy"^^ and that is consistent with Public Law 86-272, a 
time-tested and valid Congressional policy. Physical presence is also an accepted standard for 
determining nexus. And, a physical presence test for nexus is consistent with the established 
principle that a tax should not be imposed by a state unless that state provides meaningful 
benefits or protections to the taxpayer. BATSA provides simple and identifiable standards that 
will significantly minimize litigation by establishing clear rules for all states, thereby freeing 
scarce resources for more productive uses both in and out of government.^' 

Moreover, our country’s own history and the federal government’s position in the context 
of international taxation provide sufficient reason to avoid an economic nexus standard. If a 
foreign country tried to tax the profits of U.S. companies simply because the U.S. firms exported 
goods to that country, the U.S. government and business community would be outraged. It is 
precisely for this reason that U.S. income tax treaties provide the nexus concept of “permanent 
establishment.” A physical presence standard places an appropriate limit on states gaining 
taxation powers over out-of-state firms and conforms to common sense notions of fair play. 

What the entire nexus issue boils down to is fairness. The bright-line physical presence 
nexus standard of BATSA provides the most fair and equitable standard. This is true primarily 
because businesses have a reasonable expectation of taxation only when they are the recipients of 
meaningful benefits and protections provided by the taxing jurisdiction. Additionally, businesses 
should only pay tax to those jurisdictions where they earn income. 

Unlike other state tax issues currently the subject to debate, at this time, there is no 
indication that the business activity tax nexus issue will be settled absent Congressional action. 
The comments herein only scratch the surface of why a physical presence nexus standard for 
business activity taxes and modernization of Public Law 86-272 is the right answer and why 


Professor Richard Pomp, who testified as a tax policy expert on behalf of the taxpayer in Lanco Inc. v. Director, 
Div. of Tax N.J. Tax Ct., No. 005329-97 (Oct. 23, 2003), articulated “six principles of tax policy ... as 
representing the values inherent in the commerce clause: desirability of a clear or “bright-line” test, consistency 
with settled expectations, reduction of litigation and promotion of interstate investment, non-discriminatory 
treatment of the service sector, avoidance of multiple taxation, and efficiency of administration.” Lanco Inc. v. 
Director, Div. ofTax’n„ N.J, Tax Ct., No. 005329-97 at 15-16 (Oct. 23, 2003). Professor Pomp concluded that a 
physical presence standard better advanced these principles than a standard based on economic nexus principles. Id. 
at 16. 

See, e.g.. Quill Corp. v. North Dakota. 504 U.S. 298 (1992) and National Bellas Hess, Inc. v. Department of 
Revenue, 386 U.S. 753 (1967). 

While it is unrealistic that BATSA will end all controversies concerning the stale tax business activity tax nexus, 
any statute that adds nationwide clarification obviously reduces the amount of controversy and litigation by 
narrowing the areas of dispute. For example, in the nearly fifty years since its enactment. Public Law 86-272 has 
generated relatively few cases, perhaps a score or two. On the other hand, areas outside its coverage have been 
litigated extensively and at great expense. 
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BATSA should therefore be enacted. But it is clear that BATSA warrants the full and 
enthusiastic support of the Subcommittee. BATSA will not cause any meaningful dislocations in 
any state’s revenue sources and will not encourage mass tax sheltering activities. Instead, its 
enactment will ensure that the U.S. business community, and thus the American economy, are 
not unduly burdened by unfair attempts at taxation without representation. 



Arthur R. Rosen 
McDermott Will & Emery LLP 
340 Madison Avenue 
New York, NY 10173 

Counsel, Coalition for Rational and Fair Taxation 
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Introduction. 

Good afternoon, Chairman Coble, Ranking Member Cohen, and distinguished 
members of the Subcommittee. This testimony is submitted on behalf of the 
Computing Technology Industry Association (CompTIA) representing small 
computer services businesses called Value Added Resellers, also known as "VARs’’. 

1 want to thank Chairman Coble and Members of this Subcommittee for holding this 
important hearing concerning the role of government in defining nexus, for 
purposes of state taxation issues. This is a real issue affecting the economic survival 
of small businesses, so it is very important that Congress act to bring certainty and 
consistency in the determination of nexus. We believe your efforts to focus both 
Congressional and public attention on this issue are most important. CompTIA 
respectfully urges prompt enactment of H.R. 1439, the Business Activity Tax 
Simplification Act of 201 1 ("BATSA"). 

Small businesses are the backbone of the American economy. Some 23 million small 
businesses employ over half of the private sector workforce. Small businesses are a 
vital source of the entrepreneurship, creativity, and innovation that keeps our 
economy globally competitive. As a nation, we are dependent upon the health of the 
small business sector and this is why we are concerned with an ever-expanding 
palate of taxation and tax compliance issues. 
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About CompTIA. 

The Computing Technology Industry Association (CompTIA) is the voice of the 
world's $3 trillion information technology industry. CompTIA membership extends 
to more than 100 countries. Membership includes companies at the forefront of 
innovation along with the channel partners and solution providers they rely on to 
bring their products to market and the professionals responsible for maximizing the 
benefits that organizations receive from their technology investments. The 
promotion of policies that enhance growth and competition within the computing 
world is central to CompTIA’s core functions. Further, CompTIA's mission is to 
facilitate the development of vendor-neutral standards in e-commerce, customer 
service, workforce development, and ICT (Information and Communications 
Technology) workforce certification. 

CompTIA’s members include about 3000 small computer services businesses called 
Value Added Resellers (VARs), as well as most major computer hardware 
manufacturers, software publishers, and service providers. Likewise, we are proud 
to represent the American IT worker who relies on technology to enhance the lives 
and productivity of our nation. 

The Issue. 

As states seek to maintain or expand both their tax bases and collections, we note 
ever-increasing attempts by state taxing authorities to tax interstate transactions. 
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As established by the U.S. Supreme Court, the principle requirement allowing a state 
to require a non-resident business to collect and pay over sales and use taxes is 
“physical nexus." In Quill Corp. v. North Dakota, 504 U.S. 298 (1992], the Court ruled 
that a state is not permitted to require a non-resident seller to collect and remit 
sales and use taxes, unless that seller has a physical presence in the state. Therefore, 
a business that resides in State A cannot be required by State B to collect and remit 
sales taxes on sales made to customers in State B, unless that business has a real 
physical presence in State B . Commonly, physical presence has been interpreted as 
having an office or place of business in the state, or employing workers that operate 
within the state. 

One of the basic principles of the Quill decision is fairness. That is, it is principally 
unfair and burdensome for a state to require a business to collect sales and use 
taxes when that business has no physical presence in the taxing state. The need for 
this emphasis on fairness , as established in the Quill decision, is made all the more 
evident by the fact that most states permit local jurisdictions to impose separate 
transaction taxes, which can have varying requirements within a single state or 
jurisdiction. Clearly, for the typical small business, collecting and remitting taxes 
from states other than their own would impose an unbearable administrative 
burden. In addition to monitoring, collecting, and remitting sales taxes to multiple 
jurisdictions, the business would also be burdened with multiple compliance 
requirements. So, under the Quill decision, the physical nexus standard has served to 

CompTIA 
April 13, 2011 



109 


bring both certainty and simplicity to the complicated patchwork of interstate 
taxation. 

However, while the Quill decision requires a physical nexus in situations involving 
sales and use taxes, this decision did not specifically address other forms of taxation. 
Therefore, while physical nexus continues to control sales and use tax collections, 
some states are now seeking to ignore this requirement for other forms of taxation - 
asserting that an “economic nexus" is sufficient. Under this "new” theory some states 
have attempted to tax any transaction that has an economic nexus to that state. This 
is bad tax policy that will result in unmanageable tax and compliance problems for all 
businesses - especially small businesses. 

Imposition of business activity taxes under the economic nexus theory imposes a 
particularly burdensome regime on the IT industry. For example, a VAR located in 
State A is engaged by a customer in State B to solve a software issue. The VAR has 
no place of business in State B and has never visited State B; but, without ever 
entering State B, the VAR connects to the customer's computer via the Internet, the 
computer is repaired, and the customer is billed for this service. Under the 
economic nexus theory. State B could assert that income earned by the VAR is subject 
to income and franchise taxes in State B. Also, because the VAR is a resident and is 
physically present in State A, State A would likewise seek to tax these earnings. 
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This issue wiil be further compounded as cloud computing grows in usage. Consider 
the example of the delivery of business applications online to a user in State X, 
which business applications are stored on a server owned by the vendor in State Y, 
while the data generated from use of the business applications is stored on another 
server located in State Z. 

From this example, it is easy to see how adoption of the economic nexus will usher in 
a burdensome and complex new multiplicity of tax regimes for all businesses. This 
would be most devastating for small businesses which have neither (i) the expertise 
to learn the tax requirements of all states, nor (ii) the money to pay a professional to 
monitor and comply with dozens, hundreds, or thousands of taxing authorities. 

Recently, one of our VAR members, a small IT business, recounted a situation in 
which the tax authority for the state of Maine demanded that this business, which is 
located in New Hampshire, file a Maine tax return. The Maine tax authority noted 
that the VAR had a few customers in Maine and that two of the VAR's employees 
lived in Maine. After substantial time and expense on the part of our small business 
VAR member, the Maine tax authority eventually withdrew their demand; however, 
this was only after our member was required to prove that the employees only lived 
in Maine and were not stationed there as employees. This CompTIA member 
company also had to prove to the Maine tax authority that its business dealings 
within Maine were de minimis and did not warrant a tax return. Of course, we agree 
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with this outcome, but we do not agree with the process that required this small 
business to spend enormous and needless time, effort, and expense in order to 
contest this overreaching approach to interstate taxation. To avoid this in the 
future, clear and consistent criteria must be established to determine whether a 
business has a sufficient physical presence in a state - i.e., physical "nexus” - to 
allow that state to impose business activity taxes. 

It now seems apparent that the tax authorities of some states are seeking to exploit 
a loophole in the Supreme Court’s decision in Quill. Because Quill prohibited the 
imposition of unfair sales taxes, some states are now seeking to bypass this by 
imposing unfair transaction taxes. The emphasis must be placed on the term 
"unfair" - without respect to the type of tax a state seeks to impose on out-of-state 
businesses. This loophole needs to be closed before the nation’s small businesses 
suffer any further. 

Before any more states move to collect unfair taxes from small out-of-state 
businesses, we urge the Congress to require distinct physical presence requirements 
to the taxation of interstate business activities. The emergence of a duplicative and 
overlapping patchwork of state and local tax filing and payment requirements will 
seriously damage America’s small business community. It would inflict a substantial 
burden and cost on all businesses with a disproportionate impact on small 
businesses, especially those engaging in electronic commerce. 
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Legislation. 

Accordingly, we call on Congress to pass H.R. 1439, the "Business Activity Tax 
Simplification Act of 2011” which would establish consistent rules concerning nexus 
to [i] expand the federal prohibition against state taxation of interstate commerce to 
include taxation of out-of-state transactions involving all forms of property (such as 
intangible personal property and services) and (ii) prohibit state taxation of an out- 
of-state entity unless such entity has a physical presence in the taxing state. 

Conclusion. 

Increasingly, businesses are being burdened by the variety and amount of taxes that 
must be paid, as well as the costs of compliance. While we fully support the notion 
that all businesses should pay their rightful share of taxes, we believe this goal can 
and should be accomplished in the most orderly and least burdensome method. 
Accordingly, we ask this Subcommittee to support efforts to clarify and simplify the 
increasing tax and tax compliance burdens for businesses. If not, small businesses, 
especially small technology businesses, cannot continue to drive the American 
economy. 

We thank this Subcommittee for the opportunity to present this testimony in 
support of our membership - especially our small technology company members, 
which rely more heavily on income from the remote provision of interstate services. 
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Written Statement of Michael Petrlcone 
Senior Vice President, Government Affairs 
Consumer Electronics Association 

Chainnan Coble, Ranking Member Cohen and Members of the Subcommittee, on behalf 
of the Consumer Electronics Association (CEA), thank you for the opportunity to submit written 
testimony concerning state taxation nexus issues. 

CEA is the principal U S. trade association representing the $161 billion consumer 
electronics industry. We are also the ow'ners and producers of America’s largest annual event, 
the International CES, held every January in Las Vegas, Nevada. 

Our more than 2,000 members are involved in the design, development, manufacturing, 
distribution and integration of audio, video, in-vehicle electronics, wireless and landline 
communication, information technology, home netw'orking, multimedia and accessory products, 
as w'ell as related services that are sold through consumer channels. 

While CEA’s members include virtually all of America’s top technology companies as 
well as many of the leading retailers, more than half of our members are small businesses. 

I appeared before this same Subcommittee three years ago on the levying of business 
activity taxes by certain states on companies that lack a physical presence in said state, and 
presented clear evidence on the critical impact it is having on businesses across our country. I 
regret to report the problem has only worsened since then. In 2008, I detailed how American 
businesses faced a host of new' problems, from skyrocketing energy costs to the uncertain 
availability of investment capital. Today in 2011, I need not spend much time detailing 
challenges still facing American businesses as our country continues to regain its economic 
footing. 

But now' this Subcommittee has a rare but real opportunity to help struggling businesses 
across our country: stop individual states from using dubious “economic nexus” theories to levy 
income and franchise taxes against companies that have customers but no physical presence in 
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the taxing state. These taxes harm businesses - especially small businesses, and violate the U.S. 
Constitution by unduly burdening the free flow of interstate commerce. On an everyday level - 
beyond questions over the constitutionality of such a practice, these taxes cause massive 
compliance costs - especially for small business, when these funds would be better put to use 
towards the hiring of additional workers or investing in new technologies that will grow their 
individual business and the American economy as a whole. 

Without such a clarification by Congress or the U.S. Supreme Court, businesses will 
continue to face an unclear business environment with no way of estimating where and when 
they will be taxed, and business expansion is chilled as a result. Companies will also face the 
risk of duplicative taxation, as they also pay increasing legitimate taxes to the states in which 
they are domiciled. 

It is time for Congress to step in and assume its constitutional responsibility to ensure that 
commerce is not harmed by unfair taxation. CEA strongly supports H.R. 1439, the Business 
Activity Tax Simplification Act of 2011, which would provide the much needed relief to 
American businesses. We applaud the leadership of Representatives Bob Goodlatte (R-VA) and 
Bobby Scott (D-VA) in introducing this important legislation. H.R. 1439 will provide clarity by 
providing a bright line definition of physical presence. Most importantly, it will provide relief to 
businesses by clearly preempting states from taxing corporations with no physical presence. 

Our members are good corporate citizens, and we are not asking for relief from legitimate 
taxation. We are asking to restore a simple principle: a tax should not be imposed by a state 
unless that state provides benefits or protections to the taxpayer. H.R. 1439 provides that only 
businesses receiving state and local benefits derived from such taxation like education, 
transportation, fire and police, should be subject to such taxes. Furthermore, the legislation will 
not impact states’ ability to collect income or other legitimate taxes from its residents. 

Therefore, I respectfully urge you again to say no to taxation without representation and 
mark-up and pass the Business Activity Tax Simplification Act of 2011. 

Thank you. 
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Washington. DC 20515 


•atWiM (MlVM r«««lkmr 

rEn>r»f/Vr*wwi <«wM* 

iMEwnli R liwrkvai 

jur 


Re Hearing on H R- 1439, the “Business Activity Simplification Act of 201 1” 


Dear Chairman Coble and Ranking Member Cohen 
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Thank you for the opportunity to submit this statement for the record for 
the April 13, 201 1 hearing on HR 1439 on behalf of the Council On State 
Taxation (COST) COST strongly supports H R 1439 and encourages you to 
move it swiftly through the Subcommittee 

About COST 


Lit 
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COST is a nonprofit trade association based in Washington. DC COST 
was formed in 1 069 as an advisory' committee to the Council of State Chambers 
of Commerce and today has an independent membership of nearly 600 major 
corporations engaged in interstate and international business COST'S objective is 
to preserve and promote equitable and nnndiscriminatory stale and local taxation 
of muliistate business entities 

BAT Nexus Needs Congressional Action 

Our comments address two fundamental questions at hand: 

1 Why does the issue of Business Activity Tax (BAT) nexus warrani 
Congressional action'^ 

2 Why is physical presence the appropriate standard for BAT nexus? 
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The first, and perhaps the most important determination a business must make with 
regard to state business activity taxes is whether the business is actually subject to tax at all in a 
particular state. That is, does the business have “nexus” with the state? The threshold is governed 
by the United States Constitution’s negative Commerce Clause, which prohibits states from 
unduly burdening interstate commerce. Taxing businesses with only limited links to a 
jurisdiction has long been considered a burden on interstate commerce because of the high 
compliance costs associated with the taxation of such fleeting or nominal activity. Tt is not an 
exaggeration to note that since the first state business activity tax was imposed, taxpayers have 
never been certain as to what activities will be subject to taxation by a state or municipal 
jurisdiction. 

The United States Supreme Court has offered some guidance and at least one bright line 
rule as to the requisite level of activities sufficient to subject a business to state’s tax without 
creating an impermissible burden on interstate commerce. Tn the Court’s 1992 Ovill decision, 
Bellas Hess was reaffirmed and the Court retained its bright line rule that a state cannot impose a 
sales tax collection liability on a seller that does not have a physical presence in a state. From 
Congress’ perspective, however, QuU! was additionally a seminal refinement of the Court’s 
earlier jurisprudence, because for the first time it noted a distinction in the concerns underlying 
the Due Process and Commerce clauses of the Constitution. As part of that distinction, the Court 
clarified that Congress may legislatively set the jurisdictional standard governing states’ ability 
to impose tax burdens on interstate commerce. Indeed the Court invited Congress to legislate in 
the area of nexus for state tax purposes, stating: “[0]ur decision is made easier by the fact that 
the underlying issue is not only one that Congress may be better qualified to resolve, but one that 
Congress has the ultimate power to resolve.” 

In absence of Congressional action following the Court’s decision, states (and 
municipalities) have become increasingly aggressive in attempting to assert tax jurisdiction over 
interstate commerce. These efforts to reach companies with minimal or no physical presence in a 
state have led to litigation in state courts with mixed results - not unexpected given the lack of 
clear guidance from either Congress or the United States Supreme Court. Conflicting state laws 
and court decisions create tremendous uncertainty and expense for taxpayers. Multistate 
businesses are deeply concerned both by this uncertainty and efforts by the states to impose tax 
on businesses that do not have physical presence in a state, thereby burdening interstate 
commerce and limiting cost-effective market options. Surveys of the COST membership 
consistently demonstrate that this issue is the multistate business community’s number one 
concern regarding state tax policy. 

The uncertainty created by conflicting interpretations of the Constitutional standard for 
tax jurisdiction has long resulted in unnecessary administrative and litigation expense for both 
taxpayers and states, and will certainly continue to increase the costs and risks of operating a 
multistate business in the future. For example, the financial Accounting Standards Board 
Accounting Standards Codification 740-10 (“ASC 740-10”) of its Statement 109 (Accounting for 
Income Taxes) shines a spotlight on the potential costs and market confusion associated with 
uncertain nexus standards. ASC 740-10 appropriately seeks consistent treatment of uncertain 
income tax positions for financial statement reporting purposes. 
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Unfortunately, the lack of any definitive, national authority for state tax jurisdiction 
complicates the analysis under ASC 740-10 and creates an ongoing dilemma for multistate 
companies. For example, if a business determines it does not have the requisite activity to create 
nexus in a state and thus does not file a return there, the statute of limitations for an assessment 
may never expire. Thus, a business may be in the awkward position of taking a reasonable 
position regarding its tax filing requirements in a given state, but because of the controversial 
and unsettled state of the law on nexus, the business may be unable to reach the required 
confidence level (‘'more likely than not”) on the validity of its financial statement reporting 
position under ASC 740-10. As a result, this phantom tax liability imposed by the state (plus 
accrued phantom penalties and interest) will never disappear from the financial statements unless 
the business is actually audited and the state determines that in fact, it does have nexus. This is 
but one example of how current uncertainty over the scope of the nexus requirement creates 
confusion beyond the immediate and apparent tax effects. 

Congress, accordingly, with plenary authority under the Commerce Clause, not only has 
the Constitutional duty to remedy the existing uncertainty, but also serves as the measure of last 
resort for the courts and for multistate companies on this issue. 

Physical Presence is the Appropriate Standard 

Tt is cost’s position, in order for a state or municipality to impose business activity tax 
on an entity, that a business must have a physical presence in the jurisdiction. Congress must 
recognize physical presence as the jurisdictional standard for business activity taxes. Physical 
presence should be defined to include quantitative and qualitative de mininm thresholds. 
Congress must also prohibit unreasonable attribution of nexus. Finally, Congress must preserve 
and modernize P.L, 86-272. 

Detenuination of jurisdiction to tax should be guided by one fundamental principle: a 
government has the right to impose burdens -economic and administrative - only on businesses 
that receive meaningful benefits or protections from that government. In the context of business 
activity taxes, this guiding principle means that businesses that are not physically present in a 
jurisdiction, and are therefore not receiving benefits or protections from the jurisdiction, should 
not be required to pay tax to that jurisdiction. Such a test also delineates a clear line to guide both 
businesses and the states (including their localities) on when a business can be subject to a 
State’s tax. 

Congress must exercise its authority under the Commerce Clause to recognize physical 
presence as the nexus standard for business activity taxes. In doing so. Congress should include a 
de minimis threshold based on the temporary presence of employees, agents and property in the 
State. Congress should also modernize P.L. 86-272 by including services and intangibles in the 
scope, extending its application to all direct taxes, extending its coverage to activities subject to 
local taxes, and clarifying its definition of independent contractor. 
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Opponents of a physical presence nexus standard misconstrue the burdens on business 
that a lower threshold would invite the global economy in which we now live. In prior testimony 
before the Senate, the Multistate Tax Commission (MTC) argued that '‘sound economic policy 
requires the adoption of. . .economic nexus as the standard for the application of state and local 
taxes.” Nothing could be further from the truth. No tax treaty, to which the United States is party, 
recognizes such a low threshold for tax jurisdiction. This raises further questions: What is 
economic nexus? Is it where a business has a customer? A website? An account receivable? 
Under an “economic nexus” theory, companies would lose any ability they currently have to 
support states that provide a favorable business tax climate, and states would lose any incentive 
to provide such an environment. 

Indeed, some former tax administrators have recognized the problems inherent in an 
economic presence nexus standard. A former MTC Executive Director, Eugene Corrigan, has 
argued “that the states need to face the reality that most of them are generally incapable of 
enforcing the “doing business” [economic presence] standard anyway; in almost all cases they 
really fall back on the physical presence test as a practical matter. To the extent that they try to 
go beyond that test to reach out-of-state businesses for income tax jurisdiction purposes, they 
spend inordinate amounts of time and efforts via bloated legal staffs that provide grounds for 
criticism of government in general - and with mixed success, at best,” 

Conclusion 

In 1992, the Supreme Court invited Congress to legislate in the arena of nexus. Nearly 
twenty years later there has yet to be Congressional action on this matter. Once again, in 201 1, 
Congress has the opportunity to properly construct a bright-line physical presence nexus standard 
that will promote fairness, eliminate uncertainty for both the business community and states, and 
significantly reduce the frequency and costs of litigation. Toward that end, COST respectfully 
requests swift and favorable action on H.R. 1439. 


Sincerely, 


Joseph R. Crosby 


cc: 


COST Board of Directors 

Douglas L. Lindholm, President & Executive Director, COST 
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Letter of Support by Mark B. Wieser 
Founder of Fischer & Wieser Specialty Foods, Tiic. 

For passage of 

H. R. 1439, The Business Activity Tax Simplification Act of 201 1 


Submitted to the United States House of Representatives 
House Judiciary Subcommittee on Commercial and Administrative Law 


Chairman Coble, Ranking Member Cohen and Members of the Subcommittee, I 
would like to commend you for holding a hearing on H.R. 1439, the Business Activity 
Tax Simplification Act of 201 1 (“BATSA”), and respectfully urge that you immediately 
mark-up and favorably report the bill out of the House Judiciary Committee. The 
enactment of BATSA into law is urgently needed by our company, and all others doing 
business in interstate commerce. 

I am the founder and chairman of the board of Fischer & Wieser Specialty Foods, 
Inc., located in the small Texas county of Gillespie, the same county that has produced 
two outstanding Americans: Fleet Admiral Chester W. Nimitz, Commander-in-Chief of 
the Pacific Fleet during World War 11, and President Lyndon B. Johnson. 

Our company was founded in 1969, as a roadside market that I named das Peach 
Haus, to sell the area’s delicious and famous “Fredericksburg Peaches.” To supplement 
my market I asked my mother make her home-made jams and Jellies for me to sell, and I 
discovered within a few years that there was a growing market for her “home-made” 
goodness. In 1986, with a former student. Case D. Fischer, who had worked for me all 
through his high school years, we incorporated the business and began marketing jams, 
jellies, mustards, salsas, and sauces to the wholesale trade, to up-scale department chains, 
and to gourmet stores under the “Fischer & Wieser” brand. 

To give ourselves exposure we began participating in and attending area, state 
and, eventually, national shows. Mr. Fischer began to apply the skills he learned while 
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studying Food Science at Texas A & M University and began developing new products 
by combining different fruits with the Chipotle pepper. Sampling and participating in 
local events and fairs convinced us that we had developed a new and exiting flavor to 
introduce to Americans. (We were the first to introduce the chipotle pepper to the 
American palate.) 

As members of the National Association of the Specialty Food Trade (NASFT) 
we were permitted to enter new products into national competition if nominated and 
recognized by a sufficient number of members of the retail trade. In New York City, in 
1997, we won the highest national award given by the NASFT for our new Original 
Roasted Raspberry Chipotle Sauce'”. It was nominated for being the best selling 
product for that year. Since 1997, it continues to be the best selling condiment in the 
United States. In other words, it is a product that sells, if simply sampled by retailers. In 
fact it flies off the shelves. (I personally, have sold over 23 cases (276 bottles) in a single 
afternoon at stores belonging to national chains (Whole Foods) simply by offering a taste 
to passing shoppers.) 

Today, Fischer & Wieser Specialty Foods, Inc. sells to retailers in all fifty states, 
throughout Mexico, to parts of Canada and Australia, and our first container will be 
shipped to the United Kingdom in March. We have also exported to Germany and 
Taiwan from time to time. We sell to all the major national food chains, including 
Costco, Sams, Kroger, Safeway and a host of regional, up-scale groceries. By 2005 
Fischer & Wieser products had captured 2.7% of the national specialty marinade market 
for companies having more than ten million in annual sales. 

We employ approximately seventy-five employees and are the largest privately- 
owned business in our small town. Our weekly payroll injects over forty thousand 
dollars into our local economy. Unfortunately, what most people do not understand 
about food manufacturing is that the margin (profit) is very small, hi the grocery trade, 
net profits near 3% are considered excellent. 
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In the recent decades some states, now including Texas, have resorted to applying 
taxes based on gross sales. Gross Sales vs. Net Sales, what is the difference? Well what 
law makers do not understand is that a 1% tax on “gross sales” is equivalent to a state 
taking one third of our “nef’ profits. The lower the net percentage, the larger the state’s 
share. (Texas’ Franchise tax is applied on gross sales even when a company posts a net 
loss.) 


Our introduction to the Business Activity Tax Nexus issue was sudden and came 
as a complete surprise. 1 have to admit, I had never even heard of the term until 2007, 
when the company received a questionnaire from the State of Washington, asking if we 
were selling products there, if we had visited anyone in the state, and a number of other 
questions that we thought were for the purpose of completing a survey. We completed 
the form and returned it. There was no indication whatsoever in that questionnaire that 
the State of Washington was going apply a tax on our sales. Given that our company has 
never had a physical presence in Washington, we were quite shocked when we were 
assessed more than $15,000.00 in taxes and penalties for the previous five years, merely 
for selling to businesses headquartered in that State. 

We paid the taxes that were assessed, and 1 began to research what Nexus was all 
about. Meanwhile, we appealed the decision, submitting numerous court cases that 
supported our case to the Washington Department of Revenue. We had a final hearing in 
March. An attorney, familiar with the state of Washington’s interpretation of laws, 
however, had told us not to expect to win and for us to consider taking the state to court 
would cost more than the amount of money we are asking to be returned. Additionally, 1 
had read that over 10,000 appeals to the Washington Department of Revenue have been 
made by companies, such as ours, suddenly finding themselves subject to Nexus laws. I 
had found no reversals up to our hearing, as its rulings were based on laws passed by the 
Washington legislature, and the Washington Department of Revenue repeatedly had ruled 
that it was not pennitted to overrule the legislature. I had also found that they 
consistently ignore all federal laws. 
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We based our appeal on PL 86-272 after reviewing numerous court cases that 
have dealt with Nexus issues. We felt confident that we would not be subject to 
Washington taxes as we had established no physical presence. To support our appeal, 
we submitted no fewer than three dozen typical examples of activities (none of which we 
performed) that are typically cited to support a state’s claim towards establishing Nexus. 
We asked the State of Washington what they were using to support their claim that Nexus 
had been established. Unfortunately, we soon discovered that those things that normally 
establish Nexus did not matter, for the state of Washington felt it had no obligation to 
comply with PL 86-272. 

We had our hearing before the Board in March of 2010 and, after giving sworn 
testimony, rested our case. A month later, the ruling came down, and we had won! The 
Department appealed, and we submitted additional written testimony. Again, the Board 
ruled to uphold its decision. It was a first! The Department refunded all our money with 
interest. 

While we won, we know that other companies are still at risk, and this bill simply 
must be enacted into law or more and more American businesses will fall victims to 
unbridled states seeking revenues where ever they can find them. 

The only in-state activity acknowledged by Fischer & Wieser Specialty Foods, 
Inc. on the State of Washington questionnaire was to acknowledge that we had sent a 
representative, as a courtesy, to call upon a distributor headquartered in the State. In all 
the cases that we cited in our defense, such an activity had been shown in case after case 
not to be sufficient to confer Nexus. The State of Washington has, however, made it 
quite clear that, in their estimation, the sending of a representative into their State, no 
matter if only for a single hour, is sufficient to establish Nexus for the assessment of 
income-based tax. In addition, the State claimed that we must be sending a representative 
into the jurisdiction to support and maintain our level of sales. This assertion is nonsense 
and simply not true. We have a product that taste alone sells! We are far too small a 
company to develop marketing plans for any state. 
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Additionally, Washington has made it quite clear that it considers its tax a 
Business and Occupation Tax (B&O), and consequently argues that it is not a tax 
covered by PL 86-272. Specifically, the State says that PL 86-272 applies only to states 
that have enacted a “Net” income tax. Since the state of Washington has a “Gross” 
income tax their argument is that they are not subject to the requirements of PL 86-272. 
As you may know, at the time that PL 86-272 was passed, few states had taxes based on 
“net sales.” It did not necessarily take a Philadelphia lawyer for these states to figure out 
that if they modified their tax laws to apply to “gross sales,” they could completely avoid 
PL 86-272. Just like little kids, states discovered new ways to avoid PL 86-272. This has 
become a game, and it has caused significant problems that only Congress can resolve. 
The courts have consistently refused to resolve this problem, for most recognize the role 
that Congress should play in this matter. Fischer & Wieser Specialty Foods, Inc. and 
hundreds of small companies across the land simply cannot afford to hire attorneys to 
take states, such as Washington, to court to force them to abide by the intent of PL 86- 
272. That is why we so strongly recommend enactment of BATSA. 

Incidentally, in my research I have discovered that the state of Washington is also 
of the opinion that it has the right to assert Nexus if the driver of a common carrier 
delivering product does not have the explicit authority to inspect and to reject products 
the driver may deem to be of questionable quality. This is just one more example of how 
states have circumvented the intent of federal law. What common carrier in this nation 
would accept or assume such responsibility? 

The state of Washington has also said that they have the right to inspect our books 
and that we are required by its laws to keep accurate records of all shipments and to have 
such records available at all times and in compliance with its laws. While we have 
employed an independent outside audit of our books for more than a decade, we simply 
cannot afford the additional expense to keep separate books for every state. To comply 
with all laws required by the state of Washington would force us to comply with the laws 
of all fifty states and every taxing authority within those states. I understand that this 
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could reasonably be determined to be more than 3,200 individual and separate taxing 
entities! For large companies this might be possible. For small companies this becomes 
an unbearable cost of doing business. 

Additionally, our largest customer in the state of Washington serves as the 
regional headquarters for the northwestern division of Costco. It acts as the buyer for all 
its stores located in the States of Oregon, Idaho, Montana, Alaska and Hawaii. The State 
of Washington insists it has the right to tax products delivered directly to other states 
outside the State of Washington simply because Costco’s regional office is located there. 
We have no way of knowing where Costco places our products or whether or not our 
products cross into Washington before being delivered. Consequently, we very likely are 
paying taxes on products that were never actually sent into that state. The consequences 
of this, if followed by every state, would destroy commerce in the United States. 

Beginning in 2009, in an effort to avoid a claim of tax due to Washington for 
2009 and years thereafter, I ordered our representatives not to enter the State of 
Washington. The State of Washington accepted that commitment, but advised that its 
laws provide that Nexus, once established, is deemed to remain in effect for five years. 

Incidentally, the initial order by the Northwest Region of Costco was not the 
result of a sales call made by our company to the state of Washington. Fischer & Wieser 
Specialty Foods, Inc. first began selling to other regional divisions of Costco after their 
buyers called on our booth at the NASFT. NASFT national shows occur only in January 
or February on the west coast, normally in San Francisco, and on the east coast in June or 
early July, always in New York City. It was our product’s ability to produce outstanding 
sales in the Southwest Region of Costco that caught the attention of other Costco regional 
offices. The Northwest Region began to send its first orders and subsequent orders 
directly to our company offices in Texas upon their own initiative and without any 
Fischer & Wieser Specialty Foods, Inc. representative calling upon that region. 
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Fortunately, the State of Washington is the only state where we are not physically 
present that has actively sought to tax us; however, we realistically face similar taxes 
from all other states if BATS A does not become law. We simply cannot afford to 
continue to operate if we are not protected from arbitrary and unscrupulous 
Interpretations of Nexus by the various states. The same fact holds true for thousands of 
small companies across this nation. 

I can assure you, if Fischer & Wieser Specialty Foods, Inc. had offices, property 
or employees in any state other than Texas or enjoyed the protections and benefits 
provided by the legislature of any other state, we would willingly and understandingly 
pay our fair share of taxes due to that state. But, for a business to be subject to state 
income tax based on a whim does not contribute to the economic success of this nation. 

Fischer & Wieser Specialty Foods, Inc. is asking Congress to enact BATSA, a bill 
that will clearly spell out what will establish Nexus, thereby freeing small businesses 
from the unnecessary costs incurred in by the need for constant court cases and appeals. 
Many of us thought that all the issues relating to commerce between the states had all 
been resolved when the Articles of Confederation were set aside in favor of a new 
Constitution. It had become so very clear and so thoroughly understood by those who 
believed in forming a better and more perfect union that this nation could not grow strong 
if each state restricted the exercise of a national free trade. Those patriots understood the 
problem and resolved the problem. I am simply asking that this Committee clarify the 
physical presence nexus standard and once again strengthen and guarantee forever the 
principle of free trade between the states. 

We pray that this testimony is helpful and beneficial to the Subcommittee. Thank 

you. 
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Sincerely, 

‘TKeui^ TOieien 

Marks. Wieser, Chairman 

Fischer & Wieser Specialty Foods, Inc. 

www.iellv.com 

4 1 1 South Lincoln Street 

Fredericksburg, Texas 78624 

mark.wdeser@iellv.com 

830-990-8256 

830-997-7194 ex 8256 

Fax 830-997-0455 
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^NAFEM 

North American Association of 
Food Equipment Manufacturers 


Statement of Davicf Rolston, Presicfent and CEO of Hateo Corporation, on behalf of 
the North Ameriean Assoeiation of Food Equipment Manufacturers 

Submitted to the Commereial and Administrative Law Subeommittee of the House 
Judiciary Committee, April 13, 2011 

Re: Hearing on H.R. 1439: The Business Activity Tax Simplification Act of 201 1 

The North American Association of Food Equipment Manufacturers, representing more 
than 600 US companies that manufacture commercial food preparation, cooking, storage 
and table service equipment used in restaurants, cafeterias, and other food service 
establishments, strongly urges the Subcommittee to report out H.R. 1439, The Business 
Activity Tax Simplification Act of 201 1. 

The current practices of some states to assert “business activity taxes” on sales of firms 
that have no physical presence or other “nexus” in their states is disruptive to commerce 
across state lines. These practices are inconsistent among states and discriminatory in 
application. They interfere with intelligent business planning and therefore to the 
economic growth and economic health of firms that do business across state lines. H.R. 
1439, introduced with strong bipartisan support, would correct this situation before 
further harm is done. 

Allow me to elaborate from the experience of my own firm. I am David Rolston, 
President and CEO of Hateo Corporation., a manufacturer of commercial food warming 
equipment, toasters, and water heaters headquartered in Milwaukee, Wisconsin. We have 
375 employees, and the company is 100 percent employee-owned. 

I also am chair of the Government Relations Committee of the North American 
Association of Food Equipment Manufacturers. 

This is a surprisingly large industry. Total domestic sales are over $8 billion — and it is 
an industry composed predominantly of small businesses. Sixty-six percent of the 
members have sales less than $10 million a year with fewer than 100 employees. We 
have members from 46 states of the union. Typical products are freezers, refrigerators, 
stoves, ovens and broilers, food wamiers, display tables, serving trays, cutlery— virtually 
everything you would see in a commercial restaurant kitchen or food service area. Most, 
like Hateo, are single-state companies, and have no physical presence outside their home 
states. 

Efficiency and predictability are essential to a small business. The practice of some 
states to assess “business activity” taxes on firms that have no physical presence in the 
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taxing jurisdiction is a significant administrative cost, adding an unnecessary layer of 
inefficiency, and limiting our ability to grow. 

Hatco, like most NAFEM members, sells through independent manufacturers’ 
representatives who represent 10-15 companies. We also use independent service agents 
to complete warranty repairs on our equipment. Again, these are independent companies 
that service the equipment of many different manufacturers. We have no employees or 
other physical presence outside of Wisconsin. Nonetheless, we are now being forced to 
pay business activity taxes in four states where we have customers but no physical 
presence. Justification given by the states for these taxes is the existence of the 
representatives or service agents. 

Of course, our manufacturers’ representatives and service agents in these states do pay 
income taxes on their own business profits in their own states, just as we pay income 
taxes in Wisconsin. That is as it should be. We should be paying taxes in states where 
we have presence and receive government services. For us, that is Wisconsin. We 
should not be paying business activity taxes - which are a fonn of income tax - where we 
have no physical presence. (These are not, of course, sales taxes - a clarification I am 
sure is not needed in this committee; these business activity taxes are quite different 
from and on top of sales taxes.) 

We don’t know what other states will come at us next. These tax bills catch us by 
surprise. When states first contact us, they sometimes come on hard. One state originally 
demanded that we pay eight years of back taxes. This would have been significant. 

Others have threatened penalties. Litigation, of course, is impractical for a small firm. 
We try to negotiate, and then we pay up. We can’t pass the costs on, so both the tax 
payments and, even worse, the administrative costs, are off our bottom line. 

One example: very recently, we were subjected to an audit by the State of Washington 
Department of Revenue, one of the 4 states in which we already pay a Business Activity 
Tax. They audited the excise tax returns filed by Hatco for the period 1/ 1/06 to 6/30/09 
related to business and occupation (B&O) tax. 

The B&O tax in the state of Washington is abusiness "privilege" tax assessed on the 
value of shipments made by Hatco into the State of Washington. Hatco has no physical 
presence in the state of Washington but is still required to periodically report and pay the 
B&O tax. 

The state of Washington originally notified Hatco in 2005 that we owed the B&O tax. 
This resulted in Washington’s initial audit of Hatco and a very lengthy and costly audit 
and appeal process in 2005 and 2006. That audit covered the period 1/1/98 - 9/30/05. 
Hatco begrudgingly settled the audit on 7/26/06 after much cost and time was spent 
contesting the B&O taxation. 

The auditor in charge of the recent audit initially was not even aware of the prior audit; 
yet after Hatco informed her of the prior audit and she located the files in the State of 
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Washington's archives, she nonetheless contended that she needed to perform an audit for 
the period 1/1/06 - 6/30/09. 

Please be aware that our quarterly B&O taxes are approximately $1,000. ..there is simply 
not much at stake here. 

Nonetheless we had to go thru the audit. The audit included an introductory on-site 
meeting on 8/25/09, numerous email and telephone exchanges, preparation of data files 
and copies of various documents as requested by the Washington auditor, and 
consultation with our CPA tax advisors. 

Ultimately Hatco received a letter dated 12/1/2009 from the State of Washington 
Department of Revenue indicating "no tax adjustments were made since no errors were 
found...". 

Hatco's accounting and information services personnel incurred approximately 40 hours 
of time in order to comply with the various requests from the Washington state auditor. 
Hatco also incurred some outside professional fees from its CPA tax advisors. 

What are the consequences? Think about where this is going. Facing business activity 
taxes assessed by four states where we have no presence is bad enough, but 20 states? 30 
states? We would have to add staff just to attempt to keep track of these unforeseeable 
obligations, file the returns, and stay clear of penalties and demands for back taxes. 

These would, of course, be unproductive employees - a hit to our efficiency. And bear in 
mind that we are a 100 percent employee-owned company. Any added costs hurt every 
employee. 

And what about the overall impact on the economy? The taxes we pay to states where 
we have no physical presence come off our net profits. So do the administrative costs. 

As our net income after expenses is reduced, the taxes we owe to Wisconsin and to the 
federal government also are reduced. After you factor in both the added taxes and the 
added administrative costs, both to us and to the states, I doubt that anyone is coming out 
ahead. 

Certainly if other states jump on this bandwagon, we will just be spreading the taxes 
around, with little, if any, net benefit to anyone. 

As a small manufacturer in the US, we face many threats from competitors outside our 
borders. We continue to be successful by staying lean and smart. Adding unnecessary 
headcount to administer programs like activity taxes makes us less competitive with 
overseas companies. 

For many years, it has been the presumption that businesses pay taxes only in states 
where they have physical presence and receive government services. We believe the 
Congress should act to preserve this standard. H R. 1439 would serve this purpose. 
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Testimony of Ivan Petrie, Vice-President 
Hope Trucking, Inc. 

15180 Copeland Way; Spring Hill, FL 34604-8130 
Phone: 352-797-4906 

Before the 

The Honorable Howard Coble, Chairman 
United States House of Representatives 
Committee on the Judiciary 
Subcommittee on Commercial and Administrative Law 


April 13, 2011 

Chairman Coble and Members of the Committee: Thank you for the opportunity to provide 
testimony relevant to your hearing on H.R. 1439: the Business Activity Tax Simplification Act 
of 2011. 

I. Introduction 

My name is Ivan Petrie, and I am the Vice-President of Hope Trucking, Inc., a small, family- 
owned and operated company, with annual revenues of approximately $250,000, physically 
located only in Spring Hill, Florida. We have been assessed taxes by the States of New 
Jersey, Kansas, Arkansas, and others where we have no physical presence. We need 
Congress to stop such unlawful state attempts to burden interstate commerce by enacting 
the Business Activity Tax Simplification Act of 2011 (H.R. 1439) ("BATSA"). The situation is 
getting worse as time passes without any Federal resolution of the problem, so I respectfully 
urge that the Committee act now by favorably reporting out BATSA. 

• Why are we testifying 

We are speaking up because thousands of small businesses throughout the United States are 
totally unaware of the potential risk of abuse in the taxation process. Over the past several 
years we have had conversations with many people across the Country that have shown to 
us that such abuses are far more common than is generally recognized or reported. 

Without strong Federal legislation to clarify that the Constitution limits state tax nexus over 
nonresident companies to those that have some physical presence in the taxing jurisdiction, 
all of these small businesses will soon be unable to participate freely in Interstate Commerce 
without fear of taxation reprisals. 

We urge the Congress' support for a bill that will clarify a clear and reasonable physical 
presence nexus standard applicable to state taxation of nonresident companies. Our past 
experience clearly shows what happens when an unclear standard leaves the smallest avenue 
open to misinterpretation, and an abuse by greedy states that seek taxable revenues beyond 
the proper jurisdictional reach of their tax authority. BATSA seeks to ensure uniformity, as 
opposed to the crazy quilt of existing state and local tax nexus standards. This Congress 
should work together to enforce a Constitutional state tax nexus standard. 
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II. Background. 

As a small business we incur substantial costs in our efforts to comply with state tax laws, 
especially in dealing with states where we are not physically located. We find that widely 
varying state business activity tax nexus standards make compliance very difficult. I would 
hope that Members of this Subcommittee would question whether forsaking long-standing 
constitutional nexus standards is the proper response to the greatly exaggerated, and largely 
self-correcting problem of lost tax revenue claimed by state tax officials. 

Congress clearly knows that "no taxation without representation" is a basic American 
principle. It is also very clear that this burden falls the heaviest on small businesses that do 
not have the resources to contest these ill-founded taxes. Congress has a constitutional 
responsibility to ensure that interstate commerce is not harmed by unfair or burdensome 
taxation. 

Without strong Federal legislation, small businesses will soon be unable to participate freely 
in Interstate Commerce without fear of taxation reprisals. The small business entrepreneur 
will be like many other citizens, homeless. We are speaking up because thousands of small 
businesses are totally unaware of the potential risks of abuse in the taxation process. In 
fact, it is this inherent tension between the insistence of states on maintaining their supposed 
tax sovereignty, pitted against the desire to expand their taxing jurisdiction that makes any 
claims by the states that they can orchestrate their own version of state tax reform fatally 
flawed and doomed to fail in achieving any real simplification and uniformity. 

The U.S. Supreme Court and the Congress have decided that the states may not unduly 
burden companies that have no physical presence In a state with "business activity taxes." 

However, many states are being creative in their new legislation and their courts are rubber- 
stamping the same to bring added taxable revenues to the state's coffers by oversimplifying 
judicial precedent and stating that because our society has changed so drastically over the 
past 40 years the framers original thinking was therefore not in conformity with today's 
taxation woes. 

However, of necessity, federalism restricts the ability of a state (or locality) to export its tax 
system across state borders. To permit each state to visit its unique tax system on 
businesses that have no nexus with the taxing state would result in chaos with respect to 
both tax administration and compliance (involving fifty state governments, and more than 
7,500 local taxing districts, imposing their vastly different tax regimes). Moreover, out-of- 
state companies have no way of influencing the very state tax systems that are newly 
imposed on them. In the most real sense, allowing the expansion of tax authority beyond 
state borders is "taxation without representation." 

IJJ. The Problem - Bureaucratic Arbitrariness 

The U.S. Constitution — and the Commerce Clause in particular — have been the guardians 
of this nation's open market economy. The central purpose of the Commerce Clause is to 
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prevent states from suppressing the free flow of interstate commerce by the imposition of 
taxes, duties, tariffs, and other levies. Indeed, more than two centuries before the 
establishment of the European Union, the Framers of the United States Constitution created a 
common market on this continent through the Commerce Clause, and their foresight has 
powered the greatest economic engine mankind has ever known. 

Despite the U.S. Supreme Court's decisions and Congress' efforts to fix this issue, many 
states continue their uncompromising attempts to tax nonresident companies by constantly 
'tweaking' legislation to avoid traditional physical presence nexus standards. For example, 
states have enacted and imposed gross receipts taxes, net worth taxes, and fixed dollar 
minimum taxes on out-of-state companies under the theory that P.L. 86-272 bars only 
imposition of the net income tax. As a result, many businesses are struggling with multi-state 
tax compliance issues, complicated by very conflicting and confusing guidance. This situation 
needs to be clarified and BATSA seeks to do just that. 

Interstate business today is more the rule than the exception, not only for large corporations, 
but small and medium sized enterprises as well. The current state of confusing and arbitrary 
tax nexus rules applied to small and large multi-state companies that do business across state 
lines only serves to chill interstate commerce. We believe the BATSA language will help to 
eliminate the current confusion and reduce the need for companies to engage in prolonged 
and costly litigation to resolve such tax enforcement discrepancies. BATSA will not diminish 
the states' ability to collect legally due tax revenue. 

IV. Recent Taxation Nexus Experiences 

In the past several years we have experienced several examples of arbitrary, capricious, and 
confusing application of several states' tax laws in violation of the Interstate Commerce 
Clause. These examples are not a gross exception or exaggeration. In fact, they illustrate a 
larger problem that is faced by small and large businesses across the country. 

For example: on June 21, 2005, our company sent a truck and driver to New Jersey to pick 
up some empty drum barrels for delivery to Baltimore, Maryland. While traveling on an 
interstate highway in New Jersey our driver, along with numerous other trucking firms, was 
ambushed at a weighing station in what amounted to a sting operation conducted by the New 
Jersey Division of Taxation. 

The tax collection agent that stopped our truck stated that we had not complied with rule ^ 
902 of the Guidebook to New Jersey Taxes, Corporations Subject to Tax. He further stated 
that New Jersey had no obligation to provide any notice or legal documentation regarding our 
non-compliance with New Jersey's tax law, and that it was our responsibility to know New 
Jersey's legal requirements when traveling within the state. 

The agent held our truck and its driver for several hours, and demanded that, in order to 
release the truck, Hope Trucking had to wire $2,200 in cash immediately to the New Jersey 
Division of Taxation. The agent claimed that he had the right to hold the truck and its 
contents indefinitely because we had failed to properly file with the state of New Jersey under 
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its governing guidelines as a foreign corporation. After reading the warrant, which was faxed 
to us, we found the language to be vague and meaningless. 

The "Arbitrary Warrant of Execution" listed the assessment under "Corporation Business Tax, 
N.J.S.A. 54:10A-1, et.seq.. It showed taxes were owed for years 2004 and 2005 at 
$1,000.00 per year, for a total of $2,200.00, with interest and penalty. Before our truck 
could leave New Jersey we were required to "immediately" pay the "taxes due" on the spot or 
the truck would be impounded to pay for the taxes levied. 

I informed the New Jersey agent that his claim was unfounded and explained that we had no 
ties to New Jersey, and no physical operations in the State. The agent refused to accept this 
explanation. 

Our truck and its driver were finally released after we wired a $2,200 cash payment to the 
New Jersey Division of Taxation and it was verified as received. We subsequently appealed 
this aggressive, incorrect, and improper application of the law to the New Jersey State tax 
director. However, this action was totally Ignored. We then appealed the improper taxation to 
the New Jersey Tax Court. We are still before the Tax Court waiting for a Hearing and a 
refund of the improper taxes we were forced to pay. 

We have also faced similar tax assessments In Arkansas, KansasS and New York, all of which 
assert nexus based on our trucks as property being driven within their jurisdictions. 

V. Conclusion 

Our experience is not unique; it is shared by countless businesses, large and small. Many 
small companies do not have the ability to make an Immediate wire transfer of funds, much 
less to demand fair treatment from aggressive and abusive state tax collectors. We believe 
that BATSA will help clarify the physical presence nexus standard embodied in Public Law 86- 
272. 

We urge your support and prompt passage of this bill on behalf of the thousands of small 
business owners nationwide whose economic futures demand clarity for the continued 
strength and growth of our National economy. 

This is sound public policy and we urge its long overdue passage. 

Respectfully yours, 

- 

Ivan Petrie^ 

• ’ ' ■ 3 ‘ 'i Kv:ti red 


1 K.S.A. 79-6a04 states that a “'tax situs” exists for purposes of such valuation, assessment, and taxation, the taxable situs of 
the over-the-road vehicles and other rolling equipment within the state of Kansas vrfiether owned, used or operated by a motor 
carrier who is a non-resident of Kansas and irrespective of whether such motor carrier be domiciled in Kansas or otherwise . 

^ Mr. Petrie has a BS Degree in Business Administration. He is an Honor and Distinguished Military Graduate of the 
Reserve Officers Training Corps, with numerous Distinguished Service Avrards and Letters of Commendation. 
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N A S I- T 


STATE TAXATION - 

THE ROLE OF CONGRESS IN DEFINING NEXUS 

STATEMENT OF 
THE NATIONAL ASSOCIATION 
FOR 

THE SPECIALTY FOOD I RA DE, INC. 


to the 

Subcommittee on Administrative and Commercial Law 
Committee on the Judiciary’ 
ll.S. House of Representatives 

April 13, 201 1 


The National Association for the Specialty Food Trade, Inc. (NASFT) 
is pleased that the Subcommittee on Administrative and Commercial Law is 
holding a hearing on H.R, 1439: The Business Activity Tax Simplications 
Act of 201 1 . Tlie issue of business activity tax nexus impacts in a significant 
way the ability and willingness of small businesses to sell in interstate 
commerce. 
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Specifically, the varying state interpretations and enforcement of 
“nexus” create uncertainty for small companies and so hinder the 
involvement of these companies in national commerce. The United States 
Supreme Court has not fully clarified the meaning of nexus, leaving 
uncertainty for businesses and multiple state interpretations. Congress can, 
and should, clarify a unifonn meaning of nexus. That is the role of Congress. 
NASFT supports a Congressional statement of the meaning of nexus and the 
approach of H.R. 1439, the Business Activity Tax Simplification Act of 
2011 . 


Physical presence in a state is a crucial indicator of who should pay 
business activity taxes. An economic nexus test would be so costly that 
many successfiil small food companies would forego their right to conduct 
interstate commerce in some states in order to avoid the possibility of unfair 
tax assessments. 

Several NASFT members, which are small businesses, have paid 
thousands of dollars in assessments and back taxes rather than fight claims 
for the payment of state business activity taxes by states in which they had 
no presence and acted only through brokers (independent contractors). Some 
other NASFT members have spent precious time and resources trying to 
learn why they were being targeted and how to respond to the claims. 

In considering H.R. 1439, the Subcommittee should be aware of the 
manner in which many small companies sell on the domestic market and 
bow they grow. Most small food companies cannot afford a physical 
presence in states other than their home jurisdiction. Wdien the business 
grows so that it is reasonable to sell outside the home territory, a small food 
company often reaches into the interstate market through the mail or through 
a broker in the other state. 

The broker is a resident of the other state. It is an independent 
contractor - another independent small business - which sells the product 
lines of several companies and earns commissions. If the food manufacturer 
is successful, it does and should pay income taxes to its state authorities - in 
return for the safety, educational and other services that it receives. The 
broker pays taxes on its commissions to its state authorities - again in return 
for local services. 


2 



NASFT is concerned that, given the worsening financial situation of 
many states, more state tax authorities might be tempted to use an economic 
presence standard to capture tax revenue from out of state companies. Wliile 
the situation of local jurisdictions have been deteriorating, small businesses 
also are feeling greater financial pressures. An unfair and unwarranted tax 
claim would be devastating for many small companies at any time, but 
particularly during the current economic downturn. 

The National Association for the Specialty Food Trade, Inc., based in 
New York City, is the trade association for all segments of the specialty food 
industry. Specialty foods are high-value, high-quality, innovative processed 
foods, such as chocolates, cheeses, snack foods, specialty meats, honey, 
cider and other beverages. NASFT has a national membership of 
approximately 2,900 companies located throughout the United States and 
overseas. The membership includes manufacturers and processors, brokers, 
distributors and retailers. Most NASFT members are small businesses. The 
average specialty food manufacturer does approximately $2,306,000 in 
annual sales and, although small, markets 51 SKUs. Of course, it must be 
understood that most specialty food companies are well below $1 million in 
annual sales - they are very small businesses. As small businesses with 
limited financial resources, few staff and usually no full-time professional 
advisers (legal and accounting), they are particularly affected by unexpected 
and unfair taxes imposed outside their home jurisdiction. 

Again, NASFT thanks the Subcommittee on Commercial and 
Administrative Law for addressing H.R. 1439: The Business Activity 
Simplification Act of 201 1 . Defining nexus is the role of Congress. 
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NATIONAL FOREIGN TRADE COUNCIL, INC . 


1625 K. STREET, NW. WASHINGTON. DC 20006-1604 


TEl.; (202)887-0278 



FAX: (202)452-8160 


Comments of the National Foreign Trade Council 
On the Business Activity Tax Simplification Act (H.R.1439) 
Before the House Judiciary Courts, Commercial and Administrative Law 

Subcommittee 
On April 13, 201 1 


The National F-oreign Trade Council (NFFC), organized in 1914, is an association of 
some 300 U.S. business enterprises engaged in all aspects of international trade and 
investment. Our membership covers the full spectrum of indu.strial. commercial, 
financial, and service activities, and the NFFC therefore seeks to foster an environment in 
which U.S. businesses can be dynamic and clTective competitors in the domestic and 
international business arena. The NFTC strongly supports H.R. 1439, the Business 
Activity Tax Simplification Act of 201 1 , (“BATSA”), and respectfully asks that you 
support the bill and schedule it for a markup. 

H.R. 1439. a bill introduced by Representatives Bob Goodlattc (R-VA) and Bobby Scott 
(D-VA), has strong bipartisan support among members of the Judiciary' Committee. The 
bill would clarify the constitution^ nexus standard governing state assessment of 
corporate income taxes and other direct taxes on a business (it would have no impact on 
sales and use or other non-income-based taxes). Specifically, the bill articulates a bright- 
line physical presence standard that would ensure that both states and businesses 
understand the tax rules under which they are operating, which is particularly important 
for businesses with customers in many states that all have separate business tax regimes 
and standards. 

The NFTC has a particular interest in supporting the BATSA bill, as the slate's actions in 
pursuing taxes where there is a lack of physical presence of the taxpayer has and will 
cause uncertainty and widespread litigation, so much so that it has and will create a 
chilling effect on not only inter-.state but also international commerce, fhe physical 
presence standard is articulated as a “permanent establishment standard" in our bi-lateral 
tax treaties and under OF.CD guidelines. In other words, physical presence is the 
international norm. Adoption of a more nebulous standard by the States undermines 
these international treaties. Moreover, a violation of the international norms by the 
imposition of business activity taxes undermines the United States’ negotiating position 
with foreign nations. A new lax structure is likely to invite reciprocal, aggressive tactics 
by foreign taxing authorities, seriously compromising the competitive leadership of U.S. 
businesses. Under the foreign tax credit system that has long been a cornerstone of our 
income lax system, this would in effect force the United States to cede to other nations’ 
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tax jurisdiction ciier U S activities ttiat haye nci physical presence abroad- 

BAT S A would ensure luimcss. niinunize costly litigation and create the kind of legally 
certain and stable cntirotimenl that emcouniges businesses to make investments, expand 
interstate commerce and create new jobs. At the same time, die bill would, ensure that 
businesses continue to pav business iactivity taxes to state.s that provide them w ith tlirecl 
benefits and protections. 

1 hank you in advance for considering oui request We look forward lo vrork’ng with 
you. your staff and all members of the House Judiciary Courts, Contmereial and 
Administrative 1. aw Siibcnmniittce on the Bikiucss Activity Tax Sirnplificaiion Act 
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NeutralPosture 


April 13, 2011 


The Honorable Howard Coble, Chairman 

The Honorable Steve Cohen, Ranking Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Committee 

United States House of Representabves 

517 Cannon House Office Building 

Washington, DC 20515 

Re: Hearing on H.R. 1439. the Business Activity Tax Simplification Act of 

2011 


Dear Chairman Coble and Ranking Member Cohen; 


I am Rebecca Boenigk, CEO and Chairman of Neutral Posture. Thank you for 
the opportunity to submit this written testimony in support of H.R. 1439, the 
Business Activity Tax Simplification Act of 2011. I applaud you for holding a 
hearing on this bill and respectfully urge you to quickly report It out of the 
House Judiciary Committee. 


I founded Neutral Posture in 1989 with my mother, Jaye Congleton. Our 
company manufactures ergonomic seating products and accessories for the 
office, lab and manufacturing areas. Neutral Posture Is the only woman-owned 
seating manufacturer in the United States and is a certified women's business 
enterprise (WBE). The company is one of the top diversity suppliers for the 
United States government and Fortune 500 companies worldwide. Currently, we 
employ 62 people in Texas and five in Canada. 


Although Neutral Posture is physically present only in Bryan, Texas and Chicago, 
Illinois, we have been assessed income-based taxes by California, Florida, 
Georgia, Indiana, Minnesota, Ohio, Pennsylvania and Washington, based on 
sales we have made to customers located in those states. While we do make 
use of the services of independent sales representatives in every state in which 
we have customers, those individuals are not employees of Neutral Posture, and 
they service many companies besides ours. 
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Of course, our sales representatives located in other states do pay Income taxes 
on their own business profits in their own states, just as we pay income taxes In 
Texas and Illinois. We do not object to paying taxes in states where we have a 
presence and receive government services. We do object to paying business 
activity taxes to states where we have no physical presence. 


It is impossible to run a business not knowing what jurisdiction next will send us 
an assessment for income-based taxes. Nor does a smaller business, like ours, 
have the means to fight such unfair assessments through costly and protracted 
litigation. When forced to pay business activity taxes to a state where we have 
no physical presence, we are forced to make a choice between passing such 
costs on to our customers and taking a hit to our bottom line. 


The Business Activity Tax Simplification Act (BATSA) codifies the traditional 
physical presence nexus standard, meaning that a state or locality cannot 
impose a business activity tax on a business unless that business has a physical 
presence (such as employees, an office or real property) in the state for more 
than fourteen days In a taxable year. The bill establishes a bright-line standard 
that will eliminate confusion for both state tax administrators and businesses, 
resulting in less litigation, fewer nexus audits, less tax compliance guesswork 
and, thus, greater investment in business growth and jobs. Enactment of the 
bill is crucial to our company. 


Thank you again for your attention to this very important issue. 


Sincerely, 




Rebecca Boenigk 
CEO & Chairman 
Neutral Posture 


I ti-. AvfL BryMil, 
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STATEMENT OF THE NEW YORK BANKERS ASSOCIATION 

BEFORE THE HOUSE SUBCOMMITTEE ON COMMERCIAL AND 
ADMINISTRATIVE LAW 

COMMITTEE ON THE JUDICIARY 

ON H.R^ 1439, THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT 
April 13, 2011 


The New York Bankers Association appreciates the opportunity to submit this statement 
for the record of the hearing of the Judiciary Committee’s Subcommittee on Commercial 
and Administrative Law on H R. 1439, the Business Activity Tax Simplification Act of 
201 1 . The New York Bankers Association strongly supports this legislation that would 
clarify and modernize the rules governing a state’s ability to impose income taxes on 
companies that have no physical presence in the state. Our Association is comprised of 
the community, regional and money center commercial banks and savings institutions 
doing business in the State of New York. Our members hold aggregate assets in excess 
of $9 trillion and employ more than 250,000 New Yorkers. 

This legislation will clarify that states may not tax out-of-state intangible property or 
services. Current law clearly precludes state taxation of out-of-state tangible personal 
property and real estate. The bill will also require that an entity have a physical presence 
in a state in order to subject the entity to the state’s taxing jurisdiction. The bill sets forth 
criteria for determining whether a physical presence exists. 

This legislation will clarify situations in which a state can constitutionally tax out-of-state 
corporations. It is particularly important for a State like New York that sells vast 
amounts of financial services in other states. The physical presence standard contained in 
the bill is one that the United States Supreme Court has recognized as an appropriate 
nexus for state taxation. 

In recent years, an increasing number of states have enacted legislation taxing business 
activities that occur outside their physical jurisdiction and that bear only a remote 
relationship to the taxing states. In the financial services arena, these enactments have 
largely focused on taxing loan and investment relationships entered into by residents of 
the taxing states with non-resident business entities whose only relationship with the 
taxing state is the use of instmments of interstate commerce, such as the Internet, the 
United States Postal Service and the telephone to transact business with their customers. 
These states have been characterized as “market states,” because they attempt to tax the 
market for goods and services, rather than the physical entity that provides the goods or 
services. 
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This system of taxation is clearly a burden on interstate commerce and falls squarely 
within the jurisdiction of Congress to address. The home states of companies being taxed 
by market states already tax the profits of these companies, resulting either in double 
taxation or in a reduction in revenue for home states. With the increased reliance by 
customers on the Internet, the taxation of out-of-state residents and businesses will 
clearly become a more and more attractive means to enhance a state’s revenue. It can 
therefore be expected that, without Congressional oversight, attempts to tax companies 
without a physical presence in a state will continue to increase. 

H.R. 1439 draws a clear distinction between allowable and impermissible taxation by a 
state of the intangible activities of out-of-state residents and businesses. We strongly 
urge that the legislation be enacted. 
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ORGANIZATION FOR f NTESN AT f O N A L INVESTMENT 

fUTESNATfOSilVt-BUSJNESS INVESTIHQ IN AMERICA 


Organization for International Investment ('"OFIi"') 

Written Statement ibr the Record of the House Judiciary Courts, Commercial and 
Administrative Law Subcommittee Hearing on HiR. 1439: the Business Activity Tax 
Simpli fication Act of 20 1 1 

April 13,2011 

1 he Organization for International Investment (“OFII”) appreciates the opportunity to 
comment on H.R. 1439, the Business Activity T ax. Simplification Act of 201 1 
(“BATSA”). OFII urges the Committee to promptly mark-up and favorably report out 
BATS A in order to address a growing concern for international businesses ^ the 
increasing number of U.S. states that have been inappropriately aggressive in attempfihg 
to increase their share of the global tax base of multinational companies by expanding 
their fiscal jurisdiction outside the United States. Expansive intei-pretations of economic 
nexus by U.S. states threaten to impose significant double taxation on non-U.S. 
companies and make the United States a less competitive location for global businesses 
to invest and create jobs. The extenitoiial taxation resulting from these inteipretatioas is 
nieonsistent with U.S. federal income tax laws, iDteinatio.na! norms of taxation and 
violate the spirit of U.S, double taxatiou treaties. Such tax treatment is fundamentally 
unfair and risks harmful and unnecessary disputes with our major trading partn.ere. 

OFn represents the U.S, operations of companies headquartered abroad; companies 
which directly employ over 5 million Americans across the 50 U.S , states, OFII proinotes 
fair and equal treatment for these “Insourcing” companies in U.S. federal and state law, 
We undertake this mandate with the goal of making tire U.S. an increasingly attractive 
market for international companies to invest and create American jobs. At a tim,B when 
the U.S. Congress is considering ways of attracting new business investment, preserving 
fair and equitable tax treatment at the federal and state level is more critical than ever. 

I, Insourcing Companies in the United States 

As illustrated in the attached membership list, and by the facts below, 

■'insourcing” companies, play a major role in our nation's ecoaomy, providing critically 
important jobs (aaid the associated tax base) in communities acros.s the counnw. 

Some salient facts about insourcing companies: 

® U.S. subsidiaries employ 5.6 million Americans 4.7 percent of total U.S. 
private sector employment; 

• U.S. subsidiaries account for 6 percent of total U.S. GDP; 
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• U.S. subsidiaries support an aninial payroll of S408.5 billion — with average 
compensation per worker of $73,023, about one-third higher than 
compensation at all U.S. compani® j 

® U.S, subsidiaries heavily investin the Ainaican manufacturing sector; with 
nearly 38 percent of jobs at ttS. subsidiaries are in itianufacluring industries, 
accounting for about 16 percent of total American manufacturing jobs; 

® U .S, sabsiciiarics manufacture in America to export goods around the world 
accounting for more than 1 8 percent of all U.S. exports, or S2.32.4 billion:, 

® U.S. subsidiaries pay nearly 17 percent of total U.S. corporate tax payments, 
according to the IRS, a larger share than their relative size in the U.S , 
economy; 

• U.S, sub,sidiari.c.s have a larger percentage of workers covered by a union 
collective-bargaining agreement than other U.S, companies — 12.4 percent of 
employees at U.S. subsidiaries compared to just 8.2 percent at other U.S. 
firms. 

11. Extraterritorial State Taxation Risks Economic Benefits 

The significant contributions insourcing companies bring to the U.S. economy me 
a direct result of the U-S.'s open investment environment, which treats these companies: 
and the Americans they employ on a level playing field with their domestic coHipeti tors,; 
pie growing trend of U.S. states moving to extraterritorTal taxation of non-U, S, 
companies undermines these contributions. 

• U.S. states’ aggressive fiscal behavior: (1) can deter foreign investment in the 
UlS^due to increased uncertainty for double taxation; (2) disrupts thfe 
international tax treaty network; (3) could encourage retaliatory foreign 
legislation; and (4) creates uncertainty, complexity, inadministrability tmd 
substantial costs. 

« It is important that the U.S, government maintain its ability to speak with one 
voice on intemationa! fiscal matters and not be undermined by the effints of 
individual states. 

8 States have other tools to combat perceived fiscal abuse, Gurrent state actions are 
inappropriately sweeping in legitimate business transactions. 

« When U.S. states have takffli extraterritorial tax actions in the past, many U.S. 
treaty partners have issued strong objections and even adopted blocking statutes 
and law.s mimoring this inapjtropriate tax treatment for U.S. multinationals. 

U,S. .stales are expanding their fiscal reach in two different w ays: (1) ■economic 
nexus"; and, (2) e.xpanded “water’s edge” provisions. 
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Ectiimmic Nexus 

U.S, double taxation treaties require a physical presenoe (usually defined as 
property, employees, etc.) in Country A before,Country A can levy an income tax on a 
company incorporated in Country B. Howevta-, since U.S. states are NOT bound by U.S. 
tax treaties, some have adopted “econoniicnexus” provisions that Impact foreign parents 
and affiliates incorporated in other countries-. 

Specifically, approximately 25 U.S, states have already adopted an expansive 
‘'economic nexus” theory, which does NOT require physical presence to assert taxing 
authority (see attached map). 

For instance, a company incorporated in the U.K., with no physical presence or 
employees in the U.S., may find itself subject to lax in a particular U.S. stale. 

Example: Recently, New Jersey has sent tax assessments directly to certain foreign 
parents of U.S. subsidiaries under an '^economic nexus" theory. New Jersey 
authorities claim they have aright to tax these foreign companies merely became 
they have received royally payments from U.S. affiliates doing business in New 
Jersey. The foreign parent companies have NO physical presence in .New Jersey: The: 
.international business community has been extremely active, in fighting this effort, 
there has been no resolution to date. 

“Economic nexus" provisions were originally developed to deter U.S, companies 
from directing intangible revenue to domestic affiliates located in states that do not tax 
this incoine, thus reducing their overall tax burden. However, U.S. States have other 
provisions to effectively combat such abuses and the use of a broad “economic nexus" 

‘ theory unfortunately sweeps in legitimate business transactions. 

2) Expanded “Water’s Edge” 

Some U.S, states have taken the position that all foreign affiliates of a company 
doing husines.s in a .state should be included in a “combined return," regardless of 
whether such foreign affiliates have physical presence or nexus in tliat state, Hovi'ever, 
most states with “combmecl reporting” allow companies wdth affiliates in other countries 
to make a “water’s edge” ejection. Under a "water’s edge" election, the combined group 
- i,e.. the companies that are taxable in the state- is comprised only of those affiliated 
corporations within the "water's edge" of the United States (the 50 states and the District 
of Columbia). 

Various U.S. states are now expanding the definition of “w'atcr's edge" beyond the 
Atlantic and Pacific Oceans. Specifically, foreign affiliates that earn a certain percentage 
of income from U.S. sources are being deemed part of a state's “combined group” for tax 
purposes - evsii if the U.S, federal government does not subject such foreign affiliate to 
inoome taxes. 
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Example: Effective beginning 2009, West Virginia enacted a Combined Reporting 
Statute that includes an expanded defiuttian of a "water ’s edge ’’ election. 
Specifically, the "water 's edge” ^oup would include foreign companies that 
receive mure than 20% of their irwome from Certain II.S. sources. Importantly, 
these foreign anmpanies have no physical presEnee or nexus in the US, Therefore, 
foreign companies that are already subject to tax in their home country and that arc 
not subject to federal income taxes would be required w fde a West Virginia tax 
return and pay tax in West Virginia. The international busine.w commimify is 
currently embroiled in an effort to change the law, with no resolution to date. 

Acting on an expanded “water’s edge” approach. in the 1990s, California attempted 
to bring foreign affiliates of U.S. companies into its tax base even though they had no 
physical presence in the U.S and were subject to tax in their home countries. This 
proposal drew strong objections fixmi UlS snbsidiaries.of foreign companies and from 
U.S. treaty partners who rightly viewed California’s proposal as a reveame grab, and an 
erosion of treaty protections for its corporate citizens. Many countries raised serious 
concerns about California’s efforts and the U.K enacted retaliatoiy legislation against 
California-based companies. As a result, California dropped its extratemtorial 
aspirations and adopted a "water’s edge” election whereby a U.S. eoinbmed group could 
elect to limit such group to affiliates with physical presence or nexus in the U.S, 

CONCLUSION 

A.s stated above, a growing number of U.S. stales have adopted aggressive 
“economic nexus" theories and expanded “water’s edge’’ statufc.s that increase the risk 
factor of double taxation for foreign parents and affiliates of U.S. subsidiasies, Alftough 
UiS. double: taxation treaties are meant to offset these risks, U.S. states are NOT bound 
by the treaties. As a result, foreign companies that have no U.S. physical presence and are 
not Subject w federal income taxes may find themselves subject to double taxation by 
their home country and U.S. states. This creates an unlevel playing field since nearly all 
U.S. double taxation treaties bind the non-U.S. treaty partners’ sub-national governments, 
such as cantons, provinces and states. 

Moreover,, this approach enabJcs states to conduct their own individual foreign 
fiscal policies at the detriment of .investment flow's into the U.S., endangering and 
disrupting the treaty network, and violating the InteniationaJ nonns respecting national 
fiscal jurisdictions. Tliere is no U.S. Constitutional prohibition that would prevent the 
U.S. federal govemmenl fi'om including the states in the freatie.s, only a potential political 
issue. It is important that tile U.Sj government maintain its ability to speak with one 
voice and not be undermined by the efforts of individual states. 

The potential for damage from this aggressix'e approach is significant. Current 
economic conditions are provoking U.S. state to expand their fiscal jurisdiction.s beyond 
U.S. borders with overly broad legislation. It is extremely important for tlie U.S. 

Congres.s to address this aggressive behavior. 
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O R 6 A fj ATI O N 


FOR I WTERM AT i OMAl INVESTMENT 

! KTS R'MAT rOMAL SWSfW ESS ? M VE S r 5 SS G m AMERICA 


OFii is the only business association in Washington D.G. that exclusivefy represents U.S. subsidiaries 
of foroign companies and advocates for their non-disGriminatory treatment under state and federal law. 

McnsbcrN 


ABB inc. 

ACE INA Holdings, Inc, 

AEGON USA 
Ahold USA,. Inc. 

Airbus North America Holdings 
fist Liquids America LP. 
Akzo'Nobel Inc, 

Alcatel-Lucent 
Atcon Laboratories, Inc. 

Affa Lavat fnc. 

AlHanz, of North America 

ALSTOM 

AMEC 

Anheuser-Busch 

APG 

APL Limited 
AREVA, Inc. 

Astellas Pharma US. Inc. 
Astra2^6ca Pharmaceuticals 
BAE Systems. 

Balfour Beatty 
Barclays Capitat 

Barrick Gold Corp. Qf North America 
BASF Corporation 
Bayer Corp, 

BIC Corp. 

Kmbo Foods, Inc., 
bioMerieux, Inc. 

BNP Paribas 

Boehringer Ingeiheim Corp. 
Bombardier me. 

BOSCH 

BP 

Bridgestone Americas Holding 
Brother International Corp. 

BT 

Bunge Ltd. 

Case New Holland 
CEMEX USA 
Cobham 
Covidien 

Credit Suisse SectjrlUes <USA) 
Daiichi Sankyo. Inc. 

Daimler 

Dassault Falcon Jet Corp, 

Deutsche Post WorkJ Net USA. 
DeutscheTelekom 
Diageo. Inc. 

EADS, Inc; 

Elbit Systems of America. LLC 
Electrolux Nodh America 
EMD Serono Inc. 

Ericsson 

Evonik Degussa CorporaUon 
Experian 

Finmeccanica North Amorica , 


Flextronics International 
Food Lion, LLC 

France Telecom North America 
Garmin International. Inc^ 

GDF SUEZ Energy North America, Inc. 

Generali USA 

Givaudsn 

GKN America Corp. 

GlaxoSmilbKffne 
Hanson Nortn America 
Heineken USA 
HolGlm (US) Inc. 

Honda North America 

HSBG North America Holdings 

Huhtamaki 

Hyundai Motor America 
Iberdrola Renewables 
INS America Insurance Holdings 
InterContinental Hotels Group 
JBSUSA 

John Hancock Life Insurance Co. 

Kta Motor Corporatl<M^ 

Lafarge North America 

Lenovo 

Logitech inc. 

L’Oreal USA, Inc. 

Louisiana Energy Service (LES) 
Louisville Corporate Services, inc. 
Lundbeck 

LVMH Moet Hennessy Louis Vuitton 
Macquarie Aircraft Leasing Services 
Maersfc IrK: 

Magna Internationa! 

Marvel! Semiconductor 
MeCain Foods USA 
Michdirt North America, Inc. 

Miller Brewing Company 
Mitsubi^i Electric & Electronics 
Munich Re 
National Grid 
NesM USA, IhC, 

The Nieisen Company (US), Inc. 

Nissan 
Nokia, Inc. 

Nomura Holding America, Inc. 

Novartis Corporation 
Noveiis inc. 

Novo NorcRsk Pharmaceuticals 
Oldcastle, Ine. 

Panasonic Corp. of North America 
Pearson inc. 

Pernod Rtcard USA 
Philips Eiectronics North America 
QBE the Americas 
Randstad North Atnerioa 
Reed Elsevier Inc. 


Research i.n Motion 
Rexam Inc 
Rio Tinto America 
Roche Financial USA, Inc, 
Rolls-Royce North Amenca Inc. 

Royal Bank of Csnada 
SABIC Innovative Plastics 
Saint-Gobain 
sanofi-aventis 
SAP America 
Schlumberger 
Schott North America 
Shelf Olf Company 
Siemens Corporation 
Smith & Nephew. Inc. 

Societe Ge.nerale 
Sodexo, Inc. 

SolarWorid USA 
Sotvay America 
Sony Corporation of America 
Square D Company 
Sumitomo Corp. of America 
Sun Life Financiai U.S. 

Svwss Re America Holding Corp. 
Syngenta Coiporation 
Takeda North America 
Tate & Lyie North America, Inc, 

Teva Pharmaceuticals USA 
Thales USA, Inc. 

The Tate Group 
Thomson Reuters 
ThyssenKrtipp USA, Inc. 

Tim Hortons 

Toa Reinsurance Company of.America 
Tomkins industrissi Inc. 

TOTAL Holdings USA. ln& 

Toyota Motor North America 
Tyco internatrona! (US). Inc. 

TE Connectivity 
UBS 

Umicore USA 

Unilever 

Vivendi 

Vodafone 

Voith Holding Inc 

Volkswagen of Amenca, ^ Inc. 

Volvo Cars North Amerioa 
Volvo Group North America, Inc. 
Westfield LLC 
White Mountains, Inc. 

Welters KluwerU.S, Corporation 
WPP Group USA, Inc. 

XL Global Services 
Zausnsr Foods Corporation 
Zurich Insurance Group 
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TESTIMONY SUBMITTED TO THE HOUSE TUDICIARY SUBCOMMITTEE 
ON COMMERCIAL AND ADMINISTRATIVE LAW 


HEARING ON H.R. 1439: 

THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT OF 2011 


Wednesday, April 13, 2011 


KATHRYN WYLDE 
PRESIDENT & CEO 
PARTNERSHIP FOR NEW YORK CITY 


Thank you. Chairman Coble and members of the Subcommittee for the 
opportunity to submit testimony. 

The Partnership for New York City is a nonprofit organization representing 
leading international and regional business leaders who partner with 
government and organized labor to promote jobs, economic growth and public 
education. Our members are responsible for employing more than 7 million 
Americans and contribute $740 billion to the national Gross Domestic Product. 
We strongly support H.R.I439, the Business Activity Tax Simplification Act of 
2011 ("BATSA"). 

BATSA would ensure that companies are subject to state business taxes only in 
those states where they have a physical presence and from which their business 
operations and employees derive benefits. It would stop the practice begun 
recently by some states of taxing corporations based on where their customers, 
rather than their businesses, are located. This practice has resulted in significant 
new impositions on companies, in terms of both tax payments and compliance 
costs associated with responding to widely varying and constantly changing 
taxing schemes adopted by various jurisdictions. With approaches to taxable 
nexus varying from state to state, clarity^ing the physical presence requirement to 
articulate the bright-line nexus standard included in H.R. 1439 w'^ould alleviate 
the burden that manv interstate businesses face and help promote economic 
grow'^th across the countrv'. 
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New York Cit\' is a major hub for interstate commerce and many New York- 
headquartered companies transact business in all fifty states and around the 
world. New York City and State incur huge expenses to supply the 
infrastructure and services necessary to accommodate these companies. 
Traditional practice in the U.S. has been that states levy business activity taxes 
only on those businesses that have some type of physical presence (i.e., labor 
force or property) in the state. We support this tradition, which is based on the 
premise that a business should pay tax only to those jurisdictions that have 
provided it with meaningful benefits and protections (e.g., public schools, roads, 
police and fire protection, water and sew^ers). Businesses receive these benefits 
only from the jurisdictions where they are actually located. Businesses should 
only pay tax where they actually earn income, and economists agree that income 
is earned where a business employs its labor and capital. 

BATSA would provide the clarity and discipline required to maintain a rational 
and hospitable business environment in the United States. It will also protect the 
tax base of America's major commercial centers that are absorbing the costs 
associated with the demands of major commercial operations. 

Thank you for your consideration. 
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April 12, 2011 


Honorabk Howard Coble 
Honorable Stephen Cohen 

Subcominiltee on Courts, Commercial and Administrative I,aw 

Committee on the Judiciary- 

Si 7 Cannon House Oflice Building 

Washington, DC 20515 

Re: Hearing on H.R. 1439: The Business Activity Tax Simplification Act of 2011 

Dear Chairman Coble and Ranking Member Cohen; 

Tliank you for your aLLcnlion to the business activity tax nexus issue. Attached, please find an otlicle 
titled '‘Back to the Future: The Hope for Enactment of BATSA Legislation," published in Tax Analysts in 
July 2009. I would like to submit the article for the recordof your April 13, 2011, hearing on H.R, 1439, llie 
Business Activity 'i'ax Simplification Act. 


Yours vcr>- truly, 

Marjorie E. 


LAW CENTER 
GRAfJD RAPIDS CAMPUS 

m COMMERCE AVENUE SW ♦ GRAND RAKDS. MICHIGAN 49503 
Ijl6.301.6d00 ext. 6623 e-msil: gelImidcDoley.edu 



Back to the Future: The Hope for 
Enactment of BATSA Legislation 


by Marjorie Gelt 

La&l weekend wan my 
9Qlh high school reunion. 
As pari of the Ceativitica, 
someone assembled s lint 
of the memorable event* 
of 1979. The shah wan 
ousted from Iran and Ira- 
nian militants seized the 
tJ.S. umbJtMsy in Tehran 
and took hostages. The 
worst (.-ommercial nuclear 
acetdeot in U.5. history 
occurred at the Three 
Mile Island nuclear power 
plant near Middlotown. Pa. President Jimmy Carter 
and Soviet leader Leonid Bredinev signed the SALT 
II agreement. Gas prices hit a then-record high of B5 
cents a gallon. 

Thia weekend I will attend my niece's high school 
graduation feativiues. 1 can^ help but wunder what 
eveuU from 2009 will be remembered at her high 
school rounion, 8Q years hence. The first A6ican- 
American president of the Unltetl Stalea ia inaugu- 
rated. The world experiences the worst economic 
dowMiturn since the Great Ueproasion. The awino flu 
virus leads to a gbbal pandemic. Is it poaaiUe that 
included on this list will be the historic pasaage of 
national nexus legislation Ibr businoM activity 
taxim? The time seems ripe. 

BATSA Legislation 

The nexus legiKlation in question addressee the 
jurisdictional standard by which a slate determines 
when an out-of-stato business vrill be sutigcct to a 
state’s taxing authority. When anti under what 
circumstances a state has jurisdiction to tax 
out-of-alato husinexMa have historically been any- 
thing but clear. A patcliwork of ever-changing and 
expanding standards exists throughout Iho United 
States, making it almost impoasiUe for businesass 
to determine with certainty what aciivitiee or 
connections with a particular state wilt trigger tax. 
Unlike the permanent e&tahUshment standi that 



applies intemationalJy. there is no a certain, clear, 
and iimforni standard for state business activity 
taxes. 

U has long betm recognised that the unly itolution 
for stopping tlie . never-ending wrangles over state 
noxus standards lies with Congress. Indued, os there 
has been for the last several congreeaional sauaions, 
there is pending logislaiiofi in the House of Repre- 
sentativea that would clarily whtm a busincaa is 
subject U> a state's business activity lax by creaUng 
a clear and uniform nexus standard applying to all 
business activity taxes in ell states, 'liie Business 
Activity Ihx Simplification Act of 2009 — commonly 
known as RATSA — was introduced as H.R. 1083 on 
February 13 by Itep. Kick Boucher, D-Va. U enjoys 
wide bipartisan support with 17 cusponxurs of Uie 

bin. 

( There is no certain, clear, and 
uniform standard for state 
business activity taxes. 

BATSA as introduced would require that all 
states adhere to a clear physical presence standard 
applying to all taxpayers for all business activity 
taxes. Those taxes would include corporate income 
taxes, gross receipts taxes, franchise taxes, gross 
proSte taxes, and capital stock taxes. BATSA would 
(xisurc that physically prosont businesses that re- 
ceive the benefita of state and local taxes (including 
tho bonefita of oducation, rneds. fire ond police 
protection, water, sewera, and so forth) would alone 
tear the businaas tax burdens. A buaineas having 
mimmal connection and not receiving tho benefita 
and protections of that state would be assured that 
it is not subject to that state’s business actiinty lax. 
That standard would prevent a businexs from being 
caught off guard by everndianging and increasingly 
aggrossive jurisdictional standards imposed by 
states across the country. It would reduce the unoor- 
tainty, conllision. and unexpected and exorbitant 
costs assoaated with defending a company from 
unfair taoc aasessmenta. 
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The Boat Manufacturers 

If one doubts the seriousness of the threat posed 
to U.S. multistate businesses by the absence of a 
federal nexus standard, one needs only to talk to 
members of the U.S. boating industry. Take Bariy 
Godwin, controller of Stingi-ay Boat Carp. He testi- 
fied last year before the House Small Business 
CominilLee, urging the enactment of BATSA. During 
his testimony, Godwin related three nightmarish 
experiences that involved three different states — 
Maine, Washington, and New Jersey. Each of Uiose 
experiences involved state assertion of nexus cre- 
ated by Stingray’s inadvei'teut actions. Stingray had 
no offices, property, or employees in Maine, Wash- 
ington, or New Jersey. Careful to stay within bound- 
aries set forth by P.Tj. 86-272 (a federal law applying 
to state income taxes), Stingray filled orders from its 
offices in South Carohna, collected payment, in 
South Carolina, and shipped the boats fi-om South 
Carolina to out-uf-siato, independent dealers. It 
therefore neither filed returns nor paid any business 
activity or income taxes in Maine, Washington, or 
New Jersey. 

All was well until 2006, when Stingray’s run-ins 
with state revenue departments began. First was 
the revenue department from Maine, a state that 
claimed Siingiay owed taxes retroactively to 2003 
based on warranty payments the company m.ido to 
independent dealers — payments on whicli tlie 
dealers would also have paid Maine income tax. 
Though Stingray itself did not do the warranty 
work, that it reimbursed its independent dealers for 
work performed on Stingray bouts subjected the 
company to Maine income tax. According to Godwin, 
“T objected to the revenue agent, but we decided it 
would be less costly to pay the reLroucLive taxes and 
fines than to pursue the matter in the courts.” 

I Did the New Jersey Department of 
Revenue’s actions rise to the level 
of extortion? 

Stingi'ay’s second experience, with Washington 
state, involved the assertion of busine.?.? tax nexus 
based on the company’s membership in the North- 
west Marine Trade Association. Washington claimed 
that the membership established that Stingray 
maintained a market in the slate such that nexus 
was created. Though Stingray joined the association 
primarilj' ns a means of obtaining dealer discounts 
for boat show iloor space, the company has since 
canceled its membership to avoid future nexus 
tangles. 

ViTiile the Maine and Washington experiences are 
disconcerting, they pale in comparison to what hap- 
pened to Stingray in New Jersey. According to God- 
win, in 2007 he received a call from a New Jersey 


revenue agent informing him that a Stingray truck 
had been detained at a New Jensey weigh station 
and would be impounded if the company did not wire 
money by 1 p.m. that day. Godwin, on request of the 
revenue agent, Itmked up New Jersey sales from the 
past seven years and was informed that the amount 
that had to bo wired was $46,200, representing 
jeopardy assessment taxes. Though the company- 
had no outstanding legal issues with the state, nor 
any business actiritics in New Jersey aside from 
deliveries of boats to independent dealers, Stingray 
was forced to wii’e the money and appeal the matter 
later. 

In his testimony, Godwin said; 

The manner in which the State of New Jersey 
acted is commonly defined as extortion. Fortu- 
nately, I have never been the victim of crime in 
my life. But. that day in July, I believe I was 
strong-armed by a staS^i of the United States of 
America. 

Did the New Jersey Department of Revenue’s 
action.s ivxiUy rise to the level of extortion? The 
Random-House Dictionary defines extortion as “the 
crime of obtaining money or some other thing of 
value by the abuse of one’s office or authority,” 
Applying the term under these circumstances may 
be going 0 bit for, but it is not hard to understand 
how a company like Stingray might feel this way. 

The Economy Begs for a Clear and 
Uniform Standard 

No doubt, the experiences described by Stingray 
are not unusual, nor are the problems isolated to 
Maine, Washington, or New Jersey. Indeed, the 
condition of our nation’s eennomy only increases the 
odds that more and more states will exploit the 
nonexistence of federally mandated nexus stand- 
ards. 

The. Nelson A, Rockefeller Institute of Govern- 
ment recently reported that state income tax rev- 
enue dropped 26 percent in the first quarter of 2G0B, 
compared with the same period last year. It doesn’t 
take much imagination to see what lies ahead. Once 
stimulus package funds run out and state programs 
are trimmed to the bone, there would seem to be 
little choice .but to raise taxes. And what hotter 
source of those taxes than out-nf-state businesses? 

Think about it. State funds are needed. Desper- 
ately. Local governments can look within or look 
mUiout to make up for lost revenue. Can anyone 
blame a state for venturing into neighboring states’ 
backyards in search of funds to replenish the local 
coffers? State govermnent.s naturally act to further 
their constituents’ best interests, even at the ex- 
pense of the collective national marketplace. You 
know it. T know it. And the Framers of the U.S. 
Constitution knew it, too. 
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Enter the commerce clause of the Constitution. 
Its original purpose to give Congress the power to 
protect the national marketplace, the commerce 
clause was put into place in part as a reaction to the 
patchwork of out-of-control fees and taxes imposed 
b 3 '- state.s on incoming commerce. In the late 17703, 
slates were struggling to stay afloat amid losses in 
subsidies previously provided by the English gov- 
ernment. Recognizing the existence of mjyor con- 
frontations among states regarding their discrimi- 
natory tax practices, which were not prohibited by 
the existing Articles of Confederation, the tVamera 
adopted the commerce clause as part of tlie Consti- 
tution to give Congress the power to intercede when 
appropriate to protect the economic, marketplace aa 
a whole. Though Congress has used that power only 
occasionally in the state tax context — the most 
notable instance being the pa.s.sage of P.Ij. 86-272 — 
it seems imperative that a clear and unifomi stand- 
ard he set for asserting state business activity taxes 
when stales are struggling to breathe and the C.S. 
economy itself is on a ventilator. Businesses must 
have clear-cut assurance of when they will be sub' 
JecLed to a state’s taxing jurisdiction. Congress has 
dragged its feet •— us it has in so many other areas 
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As a Maner of 2'ax 

— for too long. The legislation continues to be 
reintroduced. The list of sponsors continues to grow. 
Now is ttie time for Congress to act as our fore- 
fathers did: with thoughtful consideration and ap- 
preciation of the devastating consequences of allow- 
ing states to erect barriers to interstate commerce, A 
clear, uniform, and definitive physical presence 
nexus .standard applying to all states and all tax- 
payers would go a long way to ensure a healthy and 
stable national economy. 

Parting Thoughts 

As I ready to leave for my niece’s graduation, my 
thoughts are with her, and my hopes are high. May 
the road rise to meet her. May the wind always be at 
her back. And may BATSA legislation be passed in 
her lifetime — at least by the time her 30th reunion 
descends upon her, and hopefully well before. ''c 


As a Matter of Tax is a new column by Marjorie Cell, a 
lax professor at tlie Thomas M, Cooley Law School in Grami 
Rapids, Mich. 
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Small Businesses Face an Impossible Situation 


Small businesses have always faced great challenges. Today, we confront the greatest ever. Caught in 
the middle of an enormous struggle between large businesses and greedy states over highly 
complicated tax nexus issues, small businesses are left in an impossible position. The ability of our 
smallest businesses to participate in hiterstate Commerce, on tuiy basis, is literally at stake. 

Highly aggressive, quickly expanding, and even abusive tax nexus claims made by many states 
amount to nothing short of legalized extortion. Except such claims are of dubious Constitutionality. 
The Supreme Court has said de minimis activity is insufficient for creating nexus. But, because such 
activity has not been adequately quantified into Federal law by Congress or by the Courts, the states 
arc using every contrivance possible to defy past decisions which arc very clear to tlic average citizen. 

The result is now leading our Nation quickly toward the very^ scenario which compelled our Founders 
to include the Commerce Clause in our Constitution. Just as occurred under the Articles of 
Confederation, greedy, revenue-hungry states arc today seriously harming our Nation's economy. Our 
own personal experience clearly illustrates how real the problem is and how terribly extreme state 
nexus law s have become. No entrepreneur who sufficiently understands the nexus risks facing the 
smallest businesses today will ever contemplate launching a new business that depends on making 
interstate sales of any type or size. 

The Supreme Court has declined to become further involved in this issue. Only strong action by the 
Congress can now^ prevent major damage to our fragile economy and avert the complete closure of 
interstate markets to our Nation 's smallest businesses. We are not the only small business which 
has experienced this issue. We are not even the only South Carolina small business which has been 
horribly burdened by it. 

Our Nation's smallest businesses cannot possibly cope with tlie widely vary ing, ever changing, and 
often poorly articulated nexus laws of 50 States and more tlian 12,000 local taxing autliorities. It is 
unbelievable, but true, that it is today safer for small businesses to accept orders from customers in 
Canada than it is to accept orders from customers in other States. 

Wc urgently ask for your support, markup, report, and quick passage of HR-1439, The Business 
Activity Tax Simplification Act of 2011, before the problem grows even worse, more small businesses 
attempting to participate in Interstate Commerce arc hamicd, and furtlicr damage is inflicted upon our 
fragile economy. 


The Problem is Very Severe: 

In 1997, our tiny home-based** business, with annual sales of under $100,000, made a one-time sale 
of our proprietary' softw-are to a customer in New Jersey for $695. When it became aware of this 
single sale in 2003, the State of New' Jersey demanded that we pay approximately $15,000 in back 
taxes, fees, interest, and penalties. Tlie State flirther demanded that w'e also pay $600 in taxes and 
fees, every year thereafter as long as our customer used the software, even in years when no sales 
are made in Ne^v Jersey, and regardless of any profit. Since then. New' Jersey has become even more 
punitive against businesses located elsew'here, and numerous otlier states have launched similar 
programs to export tlieir local tax burdens. **Locatcd in Georgia in 1997. rc-locatcd to South Carolina in 2001 . 

The abuses arc not limited to software. New Jersey and other states defy protections of the Interstate 
Income Tax Act of 1959 (Public Faw 86-272), which prevent any state from imposing an income tax 
for interstate activities w'lierc no physical presence exists. Today, if one of your constituents ships a 
box of paper clips to a customer in New Jersey , he is e.xposcd to similar claims. 
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Only after more tlian two years of intense effort that should have gone toward growing our business, 
after great legal expense had been incurred, and after our case had brought massive negative publicity 
to the State, did New' Jersey ultimately drop its claim against our company. We received no apology 
or compensation for the abusive claims; and we are still precluded from mailing sales from our home 
in South Carolina to customers in New Jersey without exposing ourselves to the same ordeal, again. 

When T testified ^ to the House Judiciary Subcommittee on Commercial and Administrative law in 
2005, Congressman Dclahunt immediately understood what the future holds for small businesses: 

"The case presented by Mr, Horne, T think, is an egregious example. 

We support you, Mr. Home, and it's got to be addressed." 

The nightmares being reported are certain to escalate. New Jersey increased its minimum tax 150% in 
2002. Such taxes are effectively borne only by the smallest participants in Interstate Commerce. The 
victims are generally not capable of fighting, they capitulate to reduce the risk of larger penalties, and 
tliey have absolutely no representation in the matter except right here in the Congress. 

Witliout clear protections such as BATSA provides, aggressive states will always seek to stretch tlie 
limits and to impose their owm creative definitions to justify taxation most citizens would consider 
unjust. Similar business activity taxes have already spread to Michigan, Ohio, Texas, and many other 
states. Can anyone believe they will not soon be implemented by all states? Every state, even those 
who understand the damage being done, will be forced to implement similar taxes for retaliatory 
reasons. Each state will be forced to recoup its own legitimate tax revenues siphoned off by the more 
aggressive states acting before them, The inevitable result will be the complete closure of interstate 
markets to our Nation's smallest businesses, and further damage to our National economy. 


The Impossible Situation: 

As documented by numerous large businesses, including Smithfield Foods during the 2004 BATSA 
hearing, the burden of comply ing with so many widely vary ing tax laws is enormous. Small 
businesses find actual compliance to be impossible and even the expectation of compliance to be 
completely unreasonable. For these reasons, the Supreme Court has declared such claims against 
small businesses to be unconstitutional, in multiple major decisions such as Complete Auto Transit . 

As indicated earlier, though, tlie states simply ignore the total impossibility for any small business to: 

• Become familiar with the widely varying and ever changing nexus and tax laws of 50 States, let 
alone comply with them. How will mom and pop businesses ever be able to comply? 

• Deal wdth the staggering burden of 12,000 differing nexus laws and business activity taxes 
authorized by the states for their localities. How' can any small business handle such magnitude? 

• Cope witli tlie staggering variety' of minor yet very' common business activities, show'n on page 7, 
that subject them to abusive assertions of interstate nexus. 

• Devote the administrative resources necessary to keep business activity records for 50 states and 
1 2,000 localities. Why should we even have to try ? 

• Find funding for the preparation of totally different tax returns for up to 50 states and 12,000 
localities. How' could any government unit even expect us to attempt this? 

• Pay $30,000 per year, or even more, every year forever in minimum business activity taxes and 
fees, even if no sales are made anywhere. This will be the result for every small business, 
regardless of sales or profits, w'hen all 50 states adopt New Jersey's Corporate Business Tax and a 
single de minimis sale has been made, in some prior year, in every' state. It w'ill be even w'orse 
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when localities are included. Much histoty, past and current, has proven such abusive claims 
against our Nation's small businesses will occur unless Congress acts decisively to protect us. 

• Once confronted with an abusive claim, find an affordable attorney who is knowledgeable about 
interstate nexus issues. When faced with the issue in 2003, calls to every attorney in Atlanta and 
throughout South Carolina specializing in tax or computer law led to no one familiar with our 
problem. Of course, we did not call the largest downtown firms, because we knew we could not 
afford them. Ultimately, the South Carolina Department of Revenue led us to perhaps the only 
attorney in South Carolina familiar with interstate nexus issues. He told us, up front, that we 
could not afford him, but thankfully gave us a lot of very' useful advice, pro bono. 

• Meet strictly enforced time limits imposed by states for contesting aggressive and even 
unconstitutional claims. The logistics of finding adequate and affordable representation for a 
highly complicated issue in a state far away are insurmountable for most small businesses. 

• Defend itself against an aggressive, far away state. Many of the claims made against small 
businesses arc clearly unconstitutional, on multiple grounds. States arc now regularly asserting 
claims for only dc minimis activity in the state. They continue to pursue aggressively even the 
w-eakest cases because they know it is virtually impossible for small businesses to fight back. 

• Finance the defense of an egregious claim all the way to the Supreme Court. The states are taking 
maximum advantage of a system that requires all tax cases, including those where substantial 
constitutional issues are involved, to exliaust all legal remedies within the state first. At that point, 
the only recourse is to the United States Supreme Court. Few, if any, small businesses will find 
tills arduous route anything but utterly impossible. 


Our Experience is Not an Isolated Case: 

Our many conversations with people across the country show that abuses arc far more common than 
generally recognized. At the time of my testimony in 2005, w'e were already personally aw'are of 
approximately fifteen small business victims located in multiple states, including three represented by 
members of the Judiciary^ subcommittee. 

We did not search for these victims. Desperate for help, they found us, from testimony we submitted 
for the 2004 hearing or from numerous magazine and newspaper articles written about our case. Since 
the 2005 hearing, approximately fifteen more businesses have sought us out, also desperate for any 
help they can fmd for dealing with their crisis. One of the calls was from a small trade organization 
representing seafood processors; approximately twenty of their members in the Delmarv^a area had 
been trapped. When a tiny, home-based business learns of almost fifty small companies across the 
country faced vvitli nexus nightmares, tlic true extent of tlic problem must be enormous. 

Wc arc completely flabbergasted tliat almost a dozen attorneys from across the country^ have also 
called us, trying desperately to learn as much as they can as quickly as they can, in order to provide 
adequate representation for their local clients fighting battles with far away states. 

Each of the Judiciary Committee members should clearly understand that small businesses in your 
own States and in your own districts are already being wrongly' burdened by greedy states, because 
w-e lack the vital protections every small business assumes already exist. 
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The Solution: 


Some small businesses are not yet vocal witli their support for the Business Activity Tax 
Simplification Act ("BATSA", HR-1439). They are generally totally unaware that numerous far away 
states are now taxing sales they implicitly assume are protected. Most are unaware that states are also 
now regularly ignoring or circumventing the basic protections granted by the Interstate Tnconic Tax 
Act of 1959 (PL 86-272). 

Most have no idea what nexus is, and don't really want to know. They just want to grow their 
businesses and help expand the Nation's economy. They have no idea that the sales they are regularly 
making across state lines, through a physical presence in their home state only, are exposing them to 
the same nexus nightmares many other small businesses have already encountered. 

As the states employ more pow-erful and more pen^asive systems to track the smallest sale made 
anywhere, small businesses will be regularly trapped like a deer in headlights, totally defenseless 
against wLat will soon occur, unless Congress uses its broad authority to protect the right of every 
small business to participate in Interstate Commerce on a reasonably unfettered basis. 

Our personal experience, plus those of other small businessmen testifying to the House Small Business 
Committee on February' 14, 2008, clearly show^ what happens wdien tlie standard leaves the smallest 
avenue open to abuse by greedy States. Without strong Federal legislation, small businesses will 
soon be unable to participate in Interstate Commerce, on any basis. 

Tlic arguments about state sovereignty and how wc must change our tax systems to accommodate the 
Internet economy arc not reasonable for tliis debate. Small businesses have tlicir backs to tlic wall. 
They now face the very situation that caused the Founders to give you, the Congress, the power to 
regulate Interstate Commerce. You must now use that power to protect our small businesses and even 
the entire National economy. 

Only a strong restatement of the hindamental principles of physical presence w'ill resolve the tragic 
and impossible consequences small businesses are facing. These principles w'orked so well for more 
than 200 years that they w'ere simply "understood" and not even codified into law until the Congress 
did so w'itli the Interstate Income Tax Act of 1959. 

Tt is now urgent that this Congress modernize that Act quickly to protect our small businesses and our 
National economy. The Act must be expanded to cover all types of sales, both products and services, 
and it must prohibit all types of business activity taxes which are so harmful to tlie smallest of 
businesses. 

Having faced this issue, up close and personal, for almost eight years, wc know tlic Business Activity 
Tax Simplification Act is exactly what small businesses need. Wc urge the Judiciary Committee to 
use its full resources to insure this bill moves quickly though the Committee and is rapidly passed by 
tlie full House of Representatives and Senate. Only then can our Nation's small businesses safely 
redirect their full energies to growing our economy instead of defending themselves against egregious 
claims of nexus made by a rapidly growing number of states. 

Our economy is in great peril. Our Nation cannot afford to allow' nexus abuses to damage it further. 
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Carey J . Horne 
Past President 


Katherine S. Horne 
Past Vice President 

ProHelp Systems, Inc. ^ 
418 East Waterside Drive 
Seneca, SC 29672 




’ Testimony and complete transcript of the hearing with Mr. Delahunf s comments were previously available at 
tliis link: http://iudiciaiy. house. gov/Heariiigs.aspx?ID= 124 The oral testimony’ and additional witteii 

infonnation, exactly as submitted to the Subcommittee, are also included below begimiing on page 8. 

^ ProHelp Systems, Inc. was a Georgia Coiporation, chartered m 1 984. It was dissolved in 2007 because of our 
inability to deal with Qie complexity of the interstate lax imd nexus issues vve faced. 
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Small Businesses Face Nexus Nightmares - 2007 

More iiii’omiolion is available al vvvvvv.linybusincsslaxiiighlmarcs.com 


Be Careful - Even de minitnis Activity in Many States Can Easily Trap Small Businesses! 


No of States ^ Activity Within State Causing Nexus; Business is NOT Physically Present Unless Noted 


Making a Sale is NOT Required to Cause Nexus; 

3 Occasional attendance at training or technical seminar, sponsored by umelated party 

26 Occasional business mccling in stale at customer site 

1 1 Participation in trade show, up to 14 days/year, no tangible propeidy is brought to show 

26 Business provides supplies or equipment free of charge for special events in the state 

8 Truck merely passes through state, no deliveries or pickups are made, six or fewer times/year 

10 I'mck merely passes tlumigh state, no deliveries or pickups are made, up to twelve times/year 

10 Truck merely passes through state, no deliveries or pickups arc made, more than twclvc/ycar 

36 Business merely solicits for sale of seiwices, is present in state six or fewer days per year 

1 5 Business is present in state merely to purchase goods or services, twenty or fewer days/year 

8 Business has listing in a telephone book for a city within the state 

23 Business uses telephone answering service witliin tlie state 

37 Business owns tools/dics located in the slate, used by a supplier charging for his services 

3 1 Inventoiy is temporarily in the state, for processing by supplier charging for his services 

8 Business sends records to an in state bookkeeper, who charges for the services 

3 Business opens an account with a bank in the state, which charges for its senices 

5 Business obtains a loan from a bank in the state, which charges for its services 

33 Business uses in state credit sciwicc to check credit for new customers in state 

1 8 Business uses in state collection agency, which charges for its seixices 


Presence In State is NOT required to Cause Major Nexus Issues; 
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15 

3 

8 

24 

43 

20 

7 
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Business advertises in the state and takes orders outside the state via telephone 
Website is hosted on server in slate; a sale may nol even be required! 

Website is merely accessible in state, not hosted there, and sales are protected by PT 86-272 

Business has a link on its website (not in this state) to a business located in the state 

Canned licensed softw-arc is sold to a customer in the state 

Senices are sold in the state, no physical presence exists 

T ax return must be filed even when sales are protected by PI, 86-272 

Business files a registration of some type with state agencies 

Anything is sold in the state; tlie protections of PL 86-272 do not apply! 


Even Minor Presence Causes Major Nexus Troubles; 


40 

Business 

17 

Business 

37 

Business 

15 

Business 

28 

Products 


is present to provide consulting senices, six or fewer days per year 
is present for one day and one dc minimis sale occurs 
is present for one day and one non-de minimis sale occurs 
makes occasional deliveries in slate by company truck 
are slipped in returnable containers to customers in state 


^ Indicates the number of states asserting they can subject a business to a business activity tax based solely on 
the business conducling the listed activity in the stale, according to the stale lax revenue deparlmenls' own 
responses compiled in the 2007 BNA Suiwey of State T ax Departments and Ilealy & Schadewald's Annual 
Revenue Department Survey, printed in 2007 CCH Multistate Coiporate Tax Guide, Volume 1, Corporate 
Income Tax. 

^ This activity- was determined independently, not from the referenced studies. 
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House Subcommittee on Commercial and Administrative Law 


TESTIMONY OF CAREY J. (BO) HORNE 
PRESIDENT 

PROHELP SYSTEMS, INC. 

IN SUPPORT OF H.R. 1956 

“THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT” 


September 27, 2005 


Thank you Mr. Chaimian, Ranking Member Watt, and members of the Subcommittee for this 
opportunity to support H.R. 1956, tlie Business Activity Tax Simplification Act. 1 am Bo Home, 
President of ProHelp Systems, a home-based software business in Soutli Carolina. It is an honor 
being asked to address an issue so vital to small business. 

T represent no one but my wife, myself, and our small business. We are here today at personal expense 
to plead for your support for a bill which clarifies that a reasonable physical presence standard must be 
applied when detcnnining nexus for Interstate activity. Our experience clearly shows what happens 
when the standard leaves the smallest avenue open to abuse by greedy States. Our many 
conversations with people across tlic Countiy also show such abuses are far more common than 
generally recognized. Without strong Federal legislation, small businesses will soon be unable to 
participate in Interstate Commerce. We are speaking up because thousands of small businesses are 
totally unaware of the risks. 

In 1997, w^e sold one copy of our licensed softw-are to a customer in New^ Jersey for $695. Because of 
this single sale, the State of New Jersey now^ demands that we pay $600 in taxes and fees, every year 
the software remains in use, even in years yvith no sales, and regardless of any profit. Despite two 
years of effort and substantial legal fees. New' Jersey continues to press its claim. 

Should all 50 States adopt New' Jersey’s Corporate Business Tax, small softw'are developers selling 
just one license in ever^' State would owe $30,000 in business activity taxes every year thereafter, 
with no additional sales anyyvhere. Should localities follow suit, the results w'ould truly be 
astronomical. These are powerful reasons to stay out of the software business. 

We have little idea where our eustomers reside, but we are proud to have sold software to customers in 
32 countries. We hav'c less than $30,000 per year in domestic sales of lieensed software. How can we 
provide jobs, or even remain in this business, if State taxes exceed total sales? 

Tlie abuse is not limited to software. New Jersey even defies protections of the Interstate Income Tax 
Act of 1959 (P.L. 86-272), which prevents States from imposing income tax for Interstate activities 
w'here no physical presence exists. Today, if one of your constituents ships a box of paper clips to a 
customer in New Jersey, he will be subjected to the same tax. 

Ours is not an isolated case. We are personally aware of small business victims in multiple States, 
including three represented on this Subcommittee; North Carolina, Wisconsin, and Virginia. We did 
not search for these victims. Desperate for help, they found us from testimony we submitted to this 
Subcommittee last year or from numerous articles written about our case. Each of you should 
understand that small businesses myour oyvn State arc already being wrongly burdened by greedy 
States. 
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The nightmares are certain to escalate. New Jersey increased its minimum tax 150% in 2002. Tliis tax 
is effectively borne only by the smallest participants in Interstate Commerce. The victims arc 
generally not capable of fighting, tlicy capitulate to reduce the risk of larger penalties, and they have 
absolutely no representation in the matter except ri^ht here. Why should anyone believe this tax will 
not soon be increased again, and spread to other States? Without clear protections such as BATSA 
provides, aggressive States will always seek to stretch the limits and to impose their own creative 
definitions to justify taxation most citizens would consider unjust. 

No small business can possibly cope with the widely varving and ever changing laws of 50 States, the 
administrative burdens of keeping records by State, or the costs of preparing and filing multiple 
returns. Nor can we afford to pay inflated tax claims or legal fees required to defend against them. If 
Smithfield Foods has difficulty complying with State tax law'S, as Tracy Vernon testified last year, 
how^ can small businesses ever do so? 

Many small businesses are not yet vocal with their support for fiiis legislation. Most have no idea they 
mav' be involved in nexus issues or what nexus even means. Tliey are totally unaware that many 
States will attempt to tax their activities. But, as information tracking systems become more powerful 
and perv^asive, and as the Internet changes the ver\' foimdations of Interstate Commerce, small 
business will be trapped like a deer in headlights, totally defenseless against wfiat is certain to happen, 
unless Congress uses its authority to protect us. 

Mr. Chaimian, T would love to continue explaining why small businesses desperately need your help. 
My time is up, and T have provided more in writing; so T will close with one thought. 

The growing constraints on our participation in Interstate Commerce w ill ultimately impose economic 
costs our Coirntry simply cannot afford. Please act on this bill before more damage occurs. 

Again, it's been an honor to speak to you; and I will be happy to answer questions. 


Additional Information: 


One very- positive aspect of our saga has been the realization that our representative democracy works 
far better than we have been led to believe . We have been treated with courtesy, respect, £uid great 
empathy by the hundreds of representatives, state and federal officials, attorneys, businessmen, news 
editors, and private citizens w-e have spoken with about our ordeal. Wifiiout their enormous support 
and encouragement, w^e simply would not be here today. 

All of our Company's work is perfonned in our home, w'e are the only employees (tliough w'e have had 
additional employees in prior years), and our company is our sole source of earned income. Our 
company is incorporated in Georgia and registered in Georgia and South Carolina. We have elected S 
Corporation status, operate and pay taxes as such, and file appropriate returns in Georgia and Soutli 
Carolina each year. We pay employment taxes to Soutli Carolina, and w^e acknowdedge nexus in both 
Georgia and South Carolina. All work is conducted in South Carolina via the telephone, the Internet, 
and the U. S. Postal Service. 

The State of New Jersey is asserting a claim of nexus against our company due to the sale of seven 
intangible softw-are licenses during the period 1997-2002. During this period, w^e generated total 
revenue from New- Jersey-based customers of S6, 132. By year, our sales into New Jersey for that 
period were $695, $0, $0, $0, $49, and $5388, respectively. Tliose are single dollars, not $K, $M, or 
$B. Of this total, $5,133 was derived from file actual license sales and $999 from additional services 
performed in Soufii Carolina after the original sales. 
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New Jersey acknowledges that its original claim of nexus was based solely on the existence of these 
seven software licenses within the state. New Jersey’s claim of nexus will be made as long as any 
licenses remain in use witliin the State, even if we ccasc accepting all business from New Jersey 
customers and generate zero future income from sales into the State. It is important to note tliere is 
nothing special about our license; it is very^ similar to ones provided with shrinlc-wrapped software 
commonly available at electronics or office supply stores such as Best Buy or Staples. 

New Jersey’s claim of nexus generates a requirement for our company to pay $500 per year as the 
New Jersey minimum corporate tax and $100 per year for Corporate Registration fee, every year, 
even in years when we have zero sales in New Jersey and have no other business activity in the State. 
(If not for tlie minimum corporate tax and registration fee, our calculated tax would be less than 
SI, 00 in our best year,) 

We have been advised by the New Jersey Division of Taxation that the only way to remove our future 
liability for paying this $600 per year in tax and fees is to: 

(1) stop accepting all orders from New Jersey, 

(2) have zero New Jersey income, 

(3) terminate all existing software licenses, and 

(4) have our customers remove all licensed software from their systems. We have been advised 
that we cannot terminate our nexus in future years by abandoning our license agreements and 
giving clear title of the software to our customers. 

We have met these requirements, as of December 31, 2003, through the following actions; 

• We have terminated all of our national advertising. Our sales are down significjuitly as we 
attempt to refocus our activity into Georgia and South Carolina only. 

• We have stopped accepting all orders from New Jersey locations. We cannot accept any 
business, of any type, from New Jersey locations until small business is given the 
protection it must have in order to participate in Interstate Commerce on a free and 
unhindered basis. In Januaiy 2004, we refused to accept a finn order for $15,000 of remote 
sendees from a Georgia customer who would have made payment through a New Jersey 
office. The risk of validating their claims of nexus in future years was simply too great for us 
to accept. Needless to say, this decision hurt our business badly. 

• We have temiinated all sofhvare licenses in New Jersey, and our customers have removed all 
licensed software and replaced it with new^ unlicensed softw-are. As a result, our intellectual 
property no longer receives the protection it must hav'e in order to insure its viability for future 
enhancements and improvements and for our future income. 

These actions have combined to significantly reduce and inhibit our participation in Interstate 
Commerce, reduce our sales, reduce our personal salaries, and reduce our payments of badly needed 
Federal and South Carolina tax revenues. We have become so concerned about the risk of our 
continued participation in Interstate Commerce that we are asking ourselves: 'Why bother? Can we 
afford the risk? Should we temiinate the business before it gets worse?*’ 

Our situation, and that of all small businesses participating in Interstate Commerce, is simply 
intolerable. Had we sold just one $695 license in 1997 and not derived any further income from New 
Jersey customers, we would still be subject to the requirement of paying $600 per year in New Jersey 
taxes and tees as long as our customer continues to use the license. To fight this horribly unjust 
taxation, w-e have been forced to spend tliousands of dollars in legal fees to defend ourselves; and we 
are continually distracted from pursuing our normal business activities which generate all of our 
earned income. 
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Making the situation even worse. New Jersey has since expanded its regulations to assert nexus 
against all companies deriving any type of income from New Jersey customers, regardless of 
physical presence or de minimis activity. This latest provision of New Jersey tax regulations 
includes tlie sale of tangible products and is in direct defiance of Congressional intent and tlie physical 
presence standard of Public Law 86-272. Should all 50 states adopt these same provisions, the sale of 
a single box of paper clips in each state, at any point in time, would generate the requirement to file a 
state tax return in cverv State and to pay $ 30,000 in minimum taxes and fees per year, forever, even in 
years when no sales arc made in those states, unless crucial steps arc taken promptly to tenninate 
nexus. And, New Jersey docs not make that termination easy. 

More importantly, no company can survive by continually paying taxes on zero profits or by 
paying taxes greater than total sales. After our total sales are reduced by amounts not related to 
licensed software, by amounts for seivices, and by international sales, we have less than $30,000 in 
total domestic sales of licensed software. How can we develop, market, support products, and provide 
Jobs, or even remain in this business, under those circumstances? 

New Jersey is not tlie only State adopting highly aggressive tactics which threaten small businesses. 
Such tactics are becoming more prevalent each year, cuid BATSA will stop the abuses. BATSA is 
simply vital for protecting small businesses by clearly codifying numerous existing judicial precedents 
and Congressional intent inherent in Public Law 86-272 and by providing a uniform and bright-line 
standard of physical presence for nexus. 

We realize there arc multiple sides to every issue; for BATSA, there arc at least three: 

• Small businesses: Hopefully, \vc arc sufficiently conveying why tlic passage of BATSA is so 
absolutely critical if small businesses arc to participate in Litcrstatc Commerce. 

• Large businesses: Having worked for and with large businesses for many years, we 
understand and support their need for clarity and simplification of the rules which would allow 
them to devote more attention to delivering products and services instead of defending 
themselves in legal actions. 

• The States: Why are they so strongly resisting BATSA? 

(a) We totally reject their claims of State sovereignty. Our Founding Fathers, who created the 
best form of government our world has known, w isely understood that Federal regulation 
would be vital toward assuring a vibrant National economy and gave the Congress broad 
powers to regulate Interstate Commerce. They included the Commerce Clause to cure a 
problem that had already occurred during the Colonial period. It is the exact problem 
small businesses face today: greedy States, totally unconcerned about the National 
economy. The Commerce Clause gives this Congress very clear and absolute authority to 
regulate tliis critical area of our economy. Witliout question. Congress has absolute 
jurisdiction to protect die rights of hundreds of thousands of small businesses attempting 
to participate in Interstate Commerce, free from undue burdens associated with paying 
taxes in multiple States; and the States ceded all rights for any claims of sovereignty over 
this issue when they joined die Union. 

(b) Wc also reject their wildly exaggerated claims of lost revenues. Several analyses have 
been made, but has a single one ever factored in the loss of hundreds of thousands of jobs, 
perhaps millions, because small businesses cannot safely participate in Litcrstatc 
Commerce? We can guarantee diat tax revenues obtained from small businesses will 
begin declining soon, and many jobs will be lost, unless our problem is corrected now. 

No small businessman, once he understands the risks involved, will dare participate in 
Litcrstatc Commerce. 
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The distribution of taxable income may change among the States, but it should. We 

do all work from our home: aU of our economic activity occurs tliere. Shouldn't we pay 
all our tax.cs to Soutli Carolina? Shouldn't this apply equally to large businesses witli no 
physical presence in a State? If a State’s reyenue drops due to passage of tliis bill, it is 
because the State is already engaging in unfair tactics; and its revenue should and must 
drop. Many States are already losing a portion of their own legitimate tax revenues to 
the greedy States. 

(c) A possible threat to States’ revenues arises from the improper use of intangible holding 
companies. If an intangible holding company licenses intangible property to an unrelated 
company, then it should receive the protection the physical presence standard provides. If 
the intangible holding company operates only to avoid taxation, without other legitimate 
business purposes, the States have several remedies they have traditionally cinploycd to 
prevent loss of income; and many States have already enacted one or more of them. So, 
this issue is no reason to avoid prompt passage of this bill. 

New Jersey is targeting numerous small businesses which sell to Casinos and therefore must be 
registered (by the Casino, not the small business) with the Casino Control Commission (CCC). The 
CCC even sends registrants a letter clearly indicating they don’t have to do anything else unless they 
sell more than $75,000 to a single casino in a single year. No mention is made of any State 
requirement to file or pay income taxes simply because an Interstate sale has been made. We even 
called, tyvice, to verify tliere were no additional steps for us to take. New Jersey is also using all otlier 
possible types of such independent registrations to pursue small Interstate businesses. 

Further, and it is a matter of public record. Governor McGreevey of New Jersey was asked by the 
media during tlie signing ceremony for its CBT tax increase about the effect the tax would have on 
small businesses. Tlie Governor indicated that New Jersey would not be going after small businesses. 
It is now clear that he had little or no control over his State agencies, was mistaken, or simply lied 
about what was soon to begin. New Jersey has thus violated basic requirements of Due Process and is 
at least guilty of tlic entrapment of many small businesses. 

Many scholars and tax experts believe die Supreme Court has spoken very' clearly in numerous 
decisions regarding Interstate nexus issues and the Congress has spoken very' clearly with the physical 
presence standard in Public Law 86-272. Given the problems so obvious today, how can anyone 
justify not providing total clarity for all sales? How can anyone justify our paying any tax to any State 
except South Carolina or Georgia, where all of our economic activity occurs? 

Customers in other States occasionally seek to buy our products because similar products are not 
available in their own State, ours are superior for their needs, or ours are less costly. Customers 
buying our products actually save money by doing so, thereby increasing their own profits and their 
own tax obligations within their own States. New Jersey has provided no services to our Company. 

We have not attempted to market explicitly to customers in New Jersey. To the contrary', customers in 
New Jersey came to us because our products provide some advantage to them. Why should such a 
purchase create a new tax obligation for our Company? The Congress is going to great lengths to 
promote free international trade wJiile this horrible situation restrains trade w'ithin our own borders. 

As a private citizen and small businessman, I have concluded the passage of BATSA is the fair and 
right thing to do for all business, both large and small, that it is vital for protecting small businesses, 
that it is vital for protecting jobs and our economy, that States’ claims of various harms are ill-advised 
fuid simply not tme, and that all sales should be treated equally as intended by the Congress when it 
passed Piiblic Law 86-272. Otherwise, very' large portions of our economy (i.e., intellectual property', 
remote serv'ices, and small businesses in particular) become highly' disadvantaged in their conduct of 
Interstate marketing activity. 

Because physical presence was intended to be die current standard, BATSA would neither diminish 
the taxing powers of state and local jurisdictions nor reduce state and local tax revenues. It will allow 
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businesses to concentrate on growing our economy and proiiding jobs, instead of arguing legal points 
at great cost, by ensuring no undue burdens hinder Literstate Commerce. 

Wc beg for your support and prompt passage of this bill, on behalf of tlic tliousands of small business 
owners nationwide whose economic futures rely on it, and on behalf of continued strength in our 
National economy. 


Carey J. Horne, ProHelp Systems, Inc. 


Carey J. '‘Bo'’ Home is President of ProHelp Systems, Inc., a software development finii located in 
Seneca, Soutli Carolina. Founded by him in 1984, ProHelp designs, develops, and markets highly 
complex and specialized product configuration, engineering, and manufacturing software systems for 
major electrical equipment manufacturers. Engineering software developed by ProHelp has been 
designated as "best in our w orld-w ide organization" by a large, multi-national manufacturer. ProHelp 
also creates systems integration software for midrange and mainframe markets, includmg printing and 
communications utilities used by programmers throughout the world. 

Bo began his career witli the Cutler-Hammer products group of Eaton Corporation and held various 
management positions in engineering, materials, manufacturing, and information technologies witliin 
tlie Industrial Control Group. With a strong background in all disciplines of plant operations, he is an 
acknowledged expert in Motor Control Centers and has developed comprehensive engineering 
software for three of the top five manufacturers. He developed the industry's first product 
configuration system for Motor Control Centers provided directly to architects, design engineers, and 
electrical distributors. 

He is a summa cum laude graduate of The Georgia Institute of Technology wnth a degree in Electrical 
Engineering. 
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L iic I li'i'iirablc Ste\ c t'ohcn. Ranking Member 
Niii'c,im!iKUco on Ctinmicrcial and -AdtiiimstratH'C taw 
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Rc: Business Aclivity I'im Simplificalion Act 

Dear Chairnian Cohic and Ranking Member Cohen: 

l am Joan Maxwell, Prcsidetil of Regiiialor Marine, Inc. 1 am subniiUiiig ihis testimony 
to thank you for holding a hearing bn the bitsiticss actnuty (a\ Nexus issue and to urge 
>'ouf support for the Business Activitv Tax Simplification Act of 20t I 
C‘BATSA”),:H.R. 1439: 

Incoipcrrated in 1988, Regiikitor Marine is an Tdenton, Noilts (,'aiolina based 
maniilacttircr of sport ftshihg boats ranging in size from 23 ' - 34 rees. 1 hese tioats are 
sfold exclusively thrtiuglva dt’^ network in both the United States and Murope. 
(Regulator docs mtt .sell to consiiniers/cnd users ). '! he com|iany ships over .land Uj its 
domestic dealers br to ports by citlicr contract cai riers or Regulator's irtick and irailer. 

There is'one state that 1 am aware of that has a reputation (in the marine imliistry) for 
stopping loads and holding them until Nexus taxes are paid. .\s a small company. 
Regulator cun not alTord to risk boats not reaching their destination in a timely iiuimicr 
Small businesses like Regulator literally operate otlTifcash flow, 1 o imtig/uc some of the 
risk ol stopped loads, Regulator ships oh contract carriers in this state \slieii u.sc of its 
own ei'H'iipment would be less expensive, 

H V I S \ wi'ukl provide for a esinsistent, national jtiri.sdiclioual standard lor the iinposiiion 
ol sialc .usd loi ul busines.s activity taxes oh ihlerstate commerce. I hi.s is one of (he nnwi 
s 'iisfc (ii* inejsurc.s afieeting interstate commerce and the growth i,if Americaii .sniuill 
hu .inc'-scs 

' I, I'lisricssaLliMt) !a\ nexus issue is a significant priority for Regukiun Mamie Inc 
I ill' isMic ickilcs to the circumsianccs in which a state may properly as.se, ar incoiiic- 
h.is, J ui smi iai !,tN agLimsl a non-resident bnsihess. Traditionally, the .suacs ana die 
Cl lU't- a ccptcl the h.istonc pritwiple that a btisiness must have a "physical isrcscnct ’ m a 
si.itc bcloic ih.i! stale may .assess such taX. More recently, howcsci. sonic sia'cs liau- 
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t, ' il'L ti n,il i^hyKicai presence nexus standard and luivc alkinpicd J^^L•ii a 

in *11 In ia\ tiiii-H's ilcnl businesses basedon a theory called ‘Veonninit: r.L-\U'.' 'liijan 
a ..IP!' aiaiinnli In la\ ihc income cir gross receipts otconipimiL's uhn hd'ic nKrcl> 
LUsU'mtT'., but iinpipMcal preseiice, ill tltt taxing jurisdiction. 

biali viTniis •') stales io nnconstiuitionaliy expand their taxing aiilhoiik H.i'il lui. a' 
tiiil.iii'nce- .'ind r.niciEaimy. mcrcosed compiiahco costs, WndereJ hnsiiW'. i,\p ioMim pul 
I i'iii|iaiTik j| ri.sk ol diipficative ovcr-laxalioti arid Ihrcaiencd revenue Liiilee'.innY nl 
diiii li.Hy cftinply xith eonstimtioiia! noxitsrequirenrciits. 

b I I \ noiiid prewnl uiilwlii! impediiiieMs to the free ilovv, ol s;einr.ie:cL' .irrnmp bt 
.•.idk's bv eiati lying liial un state may impose a. basiness aenvuv 1.5\ on ,in\ cniily liwi 
Ueks .1 pliysieal picseuce in the Uixmg jurisdiction. The bill vvc'ukl piovtde a bi ighl line 
JefiniUon ol phj sieal presenee. In addition, the; Act would modorniA' cuircnt law ll’iib. 

I Ktt-21^2 ) rel.iling to ...laic aulhonly to impose nCt income taxes on cci'Uiin hicoiik; 
derived Jroin mierstate commerce, u> cover Services and intangible propeny. I'inally. 

UA I SA w'os.ild ensure that each corporation that is a raember of a enmhinctl gtoiip oi 
eoi'poriUions i.s itsel!' treated ns ;t separate person, and llic economic aclivity ol a 
enrponilion cannot be included in a eonibitied reUTi'n irnloss the corpotation it. ell'lus 
physicul presence in the suite. Thus, businesses vioiitd commtie lo pay bii.iiness aetiviu 
liises: lo those jiirisdiictioiis thw provide. thorn \s ith incaningful benefits: iiiKiprtrieciions, 

EnactiitentoiliBATSA: would contsibute to the type of stable business climate that 
tsicoorsiges: iiic:reased;biisiiicss inVe.St.irtciiti expanded intci-st.jte commerce ntnj a healthy 
Anicricait ecoiiomy. I'o be clear, our Company doers not seek u> pa_v loss lax in stales 
iviicrc w'c have a physical prc.sciicc; \vc .simply de.sire clarity and consistency; as we serve, 
custdiners o,f5 a miitti-stHic basis, 

I'ur llcgulatet Marine, tiiis legislation Is vitally important bcttui.se it wiil help ciisuic 
iLiinicss and predictabilsly by claritying a briglil-line nexus M.imlanl that may be 
predtelably luidcrsKsnd and applied. Smaller companies like ouis typically cannot affiird 
to Htigalo an iinfeir tax assessment made by.a state where we haw iw' iiliysictil prcscticc 
ThcreJbre, enactment of HATSA is the only way to ensure that ovcri'caclnng by ilie stales 
docs iuH destroy uur business. 

In.iiik you ibi your time .ind attention,: and please let me know if 1 yran be of any 
a .si'-Lioce u> you on this miportarit matter. 

Sincerely,: 

Joan MasWeO 
Regulia.or Marine, Jnc, 
ccifile 
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Statement of the Securities Industry and Finiincial Markets Association 
Submitted to the Mouse Judiciary Subcommittee on 
Commercial and Administrative Law 
April 13, 2011 

ILR. 1439, the Business Activity Tax Simplification Act 

The Securities Industn and Financial Markets Association' supports H R 1439 \hcHminexs 
Activity Tax SimpliUcaiion Act of 20H r'BATSA) This important Icgidabon vNouid provide 
necessary clarity regarding the application of state or local government business ocUn ity taxes 
to companies that do not have a physical presence m the taxing jurisdiction The bill would 
provide tins clanty by establishing bnght lines specify ing the amount of physical presence in 
the jurisdiction needed to trigger tax liability 

In 1992, the U S. Supreme Court ruled ui (JutU ( 'orp. v. f>Iorth Dakota that a stale could not 
mquirc an out-of-state business to collect sales and use tax unless that business lias a 
’substantial nexus** w ithin the taxing state At that tunc, tlic Supreme Court declined to 
explicitly rule on the nexus standard as applied to business activ ity taxes Many tax experts 
inferred tliat the same standard logically should be applied in the case of the direct imposition 
of business activity ta.xcs Unfortunately, over time, state and local governments have 
increasingly .sought to define ''siibslantuii nexus'* much more expansively . leading to costly 
litigation and unceitainty for both business taxpayers and state and local governments 

More mccntly . the U S Supreme Court mfiiscd to review ^vo lower court cases that challenged 
die comvtitutionality of stale efforts to tax out-of-stale companies based on ’’economic 
presence" rather than ’’physical presence " Refusal to mvievv these cases has added to the 
existing uncertainty and increased the need for Congressional action to clanfy when a state con 
tax a business with little or no physical presence in the state 

BATSA removes confusiem and the potential for double taxation inherent m the absence of 
clear rules specifying when stole or local governments can impose business activity taxes 
This IS partictilariv important to the financial sen ices industry Kxause some junsdicUons seek 
to impose business acbvin taxes on companies that have no physical presence in the state but 
that increasingly serv e customers remotely through moil and the mtcniet 

By establishing clear and consistent bnght-lme standards. H R 1439 will provide certainty m 
interstate commerce to both businesses and to stale and local govcmmcnls SIF.MA urges 
Congress to act on this important legislation 
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Testimony 

by 

Vernon T. Turner 

Vice President, Corporate Tax 
Smithfield Foods, Inc. 

200 Commerce Street 
Smithfield, Virginia 23430 

On the Issue of State Jurisdiction to Tax Business Activity 
Before the United States House of Representatives 
Committee on the Judiciary 

Subcommittee on Courts, Commercial and Administrative Law 
The Honorable Howard Coble, Chairman 
April 13,2011 

Mr. Chairman and members of the subcommittee, 

On behalf of Smithfield Foods, Inc, I respectfully submit the below testimony for the 
record. My name is Tracy Turner, and I am Vice President, Corporate Tax for Smithfield 
Foods, Inc. I last testified before the Committee on the Judiciary, Subcommittee on 
Courts, Commercial and Administrative Law, in 2004. In my testimony, I stated that 
current state interpretation of the business activity tax was doing a substantial amount of 
damage to the American business community and to companies like Smithfield Foods. 
Since that time, the state tax landscape has gotten significantly more complex, and the 
various state tax authorities are far more aggressive. It is our hope that the House 
Business Activity Tax Simplification Act of 201 1 can ameliorate this situation. 

1. Introduction 

• Background on Smithfield Foods 

Smithfield Foods, Inc. is the world's largest pork processor and hog producer, 
headquartered in Smithfield, Virginia. We have worldwide sales of over $1 1 billion, and 
are a "Fortune 200" company. Our company has experienced remarkable growth from its 
early origins as a small pork processor. Today, we are a worldwide company, with sales 
in all fifty states. Our various subsidiaries have physical operations in twenty states. 

• Why Smithfield is Testifying 

We incur substantial costs to meet our state tax obligations. On an annual basis, we are 
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required to file 1, 100 state income tax returns, 400 sales and use tax returns, 2,600 state 
payroll tax returns and 1,100 real and personal property tax returns. This results in 
various state payments of approximately $105 million. In spite of our efforts to comply 
with laws with all the states, we continue to find state interpretation of the business 
activity tax to be difficult and troublesome. 

II. The Problem — Bureaucratic Arbitrariness 

The U.S. Supreme Court and Congress have decided that states may not unduly burden 
companies that have no physical presence in a state with "business activity taxes." 

hi 1992, the U.S. Supreme Court held in Quill Corporation v. North Dakota that the U.S. 
Constitution requires a bright line physical presence rule for the imposition of use tax 
collection responsibility. Many scholars and state tax experts believe that the Quill 
standard applies to all state taxes, not just use tax. 

Public Law 86-272, still good law, was enacted by the U.S. Congress to provide a similar 
bright line standard. It bars states from imposing a net income tax on companies whose 
only in-state activity is the solicitation of sales of tangible personal property. 

Despite the decision of the U.S. Supreme Court and Congress, states continue to attempt 
to tax companies regardless of physical presence. States have, for example, enacted and 
imposed gross receipts taxes, net worth taxes and fixed dollar minimum taxes on out of 
state companies under the theory that Public Law 86-272 bars imposition of only net 
income tax. States have argued too, that Quill applies only to use tax. As a result, 
businesses struggle with multistate tax compliance in the face of conflicting and 
confusing guidance. This situation needs to be clarified, and BATSA seeks to do that and 
not more. 

III. BATSA 

Interstate sales are today more the rule than the exception, not only for large corporations 
like Smithfield, but small and medium sized enterprises as well. The current state of 
confusing and arbitrary taxation of multi-state companies that are selling product across 
state lines only serves to chill interstate commerce. BATSA will eliminate confusion and 
the need for companies to engage in protracted and costly litigation as the way of 
ameliorating discrepancies in tax enforcement. BATSA does not diminish the ability of 
states to collect tax revenue. It rationalizes and makes more predictable the process of 
doing so. 

IV. A Smithfield Experience with State Tax Law 

We experienced a prime example of the arbitrary and confusing application of state 
income tax laws. This example is not a gross exception. In fact, it is just a metaphor of a 
larger problem. A collection agent with the New Jersey Department of Taxation stopped 
one of our trucks, loaded with refrigerated product, on the New Jersey turnpike. The 
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agent held the truck and its driver for several hours, and demanded that, in order to 
release the truck, Smithfield had to wire $150,000 immediately to the New Jersey 
Department of Taxation. The agent claimed that he had the right to hold the truck and its 
contents because we had failed to properly file New Jersey tax returns. 

I informed the Jersey agent that his claim was unfounded. I explained that Public Law 86- 
272 protected our subsidiary from New Jersey income taxation since it only engaged in 
mere solicitation in New Jersey and had no physical operations in the State. The agent 
refused to accept this explanation. However, he finally agreed to release the truck and its 
driver in return for $8,000. 

We appealed this aggressive and incorrect application of Public Law 86-272 to the New 
Jersey State tax commissioner. Ultimately, New Jersey accepted our contention that we 
have no physical presence in the State and are not subject to New Jersey income tax. 

They issued a refund and an apology for their roadside justice system. 

Our experience is not unique; it is shared by many businesses, large and small. Many 
small companies do not have the ability to make an immediate wire transfer of funds 
much less obtain ultimate recourse from aggressive states. We believe that BATSA will 
clarify the physical presence standard embodied in Public Law 86-272 and the Quill 
decision. This is sound public policy and we urge its passage. 



174 


S^TSC 

Software Finance & Tax Executives Council 
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BEFORE THE COMMITTEE ON THE JUDICIARY, 
SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW, 
UNITED STATES HOUSE OF REPRESENTATIVES 
HEARING HR 1439: 

“THE BUSIENSS ACTIVITY TAX SIMPLIFICATION ACT OF 2011” 
APRIL 13, 2011 

STATEMENT FOR THE RECORD OF 
SOFTWARE FINANCE & TAX EXECUTIVES COUNCIL 


The Software Finance and Tax Executives Council (SoFTEC) thanks the Chairman and 
Ranking Member for the opportunity to submit this statement for the record on the 
Subcommittee’s hearing on H R. 1439, “The Business Activity Tax Simplification Act of 2011.” 
SoFTEC is a trade association providing software industry focused public policy advocacy in the 
areas of tax, finance and accounting. Many SoFTEC members provide their products and 
services to customers in multiple states and face the possibility of tax compliance burdens in 
states in which a revenue department might assert that they have “nexus.” Because the concept 
of “nexus” is ill-defined, SoFTEC members face uncertainty over whether they have tax 
compliance burdens in states where they have no property or employees. Thus, SoFTEC has an 
interest in providing the Subcommittee with its perspective on H R. 1439 and urges the 
Subcommittee to take quick action on the bill and report it to the full committee. 

What is Nexus? 

“Nexus” generally is the jurisdictional predicate that must exist before a state is permitted 
to exert its taxing power over a nonresident taxpayer and is of constitutional dimension, finding 
its roots in the Due Process and Commerce Clauses. The Supreme Court, in its most recent 
“nexus” decision described Due Process “nexus” as follows: 

The Due Process Clause "requires some definite link, some minimum connection, 
between a state and the person, property or transaction it seeks to tax.” Quil/ v. North 
Dakota, 504 U S. 298, 306 (1992), quoting Mi7fen ilTOX. Co. v. Maryland, 347 U.S. 340, 
344-345 (1954). 
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The Court in Quill, in discussing the Commerce Clause aspect of “nexus,” went on to note that 
the Commerce Clause requires “a substantial nexus and a relationship between the tax and State 
provided services,” which “limit the reach of State taxing authority so as to ensure that State 
taxation does not unduly burden interstate commerce.” Id at 313. 

Thus, in order for a state to assert its taxing authority over an out-of-state taxpayer, such 
taxpayer must have a “substantial nexus” with the taxing state. This is where the clarity ends and 
the uncertainty begins, since the question of when and whether a taxpayer’s “nexus” or 
connection with the taxing state is “substantial” is almost always a question that turns on the 
facts and circumstances of each individual case. 

In the case of sales and use taxes, we know that the “substantial nexus” requirement is 
met when the taxpayer has a “physical presence” in the taxing state. See Quill, supra. However, 
there are disputes between taxpayers and tax administrators over whether a taxpayer’s physical 
presence is de minimis and not sufficient to trigger a tax compliance obligation, or substantial 
enough to require the collection of sales and use taxes from customers. See e.g., Amazon.com 
LLC V. New York Stale Depi. of 'Taxation and Finance, 2010NY Slip Op 07823 (81 AD3d 183) 
(Nov. 4, 2010). 

Whether the physical presence “nexus” standard applied by the Court in Quill to sales 
and use tax collection obligations extends to other types of taxes, such as income or other 
business activity taxes, is the subject of much litigation. See, e g., Geoffrey r. South Carolina 
Tax Commission, 3 13 S.C. 15 (1993) (physical presence test of Quill does not apply to state 
'mzomtX?rssQ,J.C. Penney Nal'l Bank V. Johnson, 19S.W.3d831 (Tenn. Ct. App. 1999) 
(physical presence required for imposition of corporate net income taxes). 

Thus, depending on the state, physical presence may or may not be the nexus standard for 
determining when an out of state taxpayer has an obligation to pay a state’s business activity tax. 
Since the Court’s 1992 decision in Quill, the Court has not clarified the “nexus” requirement for 
imposition of state taxes on interstate commerce; the Court declined to take any of the several 
petitions for certiorari that raised the issue. 

Additionally, attempts by some states to impose a business activity tax on a non-resident 
business that has no physical presence is out-of-step with international tax treaty norms which 
even pennit foreign firms a limited amount of physical presence before they will subject it to 
local taxes. See Model Tax Convention on Income and Capital, Organization for Economic Co- 
Operation and Development. Thus, a foreign linn with no physical presence in a state could be 
subject to state taxes but, because the federal government has a tax treaty with the firm’s host 
country having a different jurisdictional standard, the firm would not be subject to federal 
income taxes. There is no sound policy basis for this disconnect and no reason why the states 
should be allowed to be so out-of-step with well-established international tax norms. 

The Subcommittee will hear testimony on behalf of state tax administrators to the effect 
that the physical presence standard is inappropriate in light of modem electronic commerce 
business models that enable firms to penetrate and exploit a state’s market without ever 
establishing any sort of physical presence in the state. Indeed, electronic commerce is 
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borderless. However, while electronic commerce may be borderless, states do have borders and 
the physical presence nexus standard ensures that states respect them and prevents states from 
reaching into their neighbors and taxing nonresident businesses. 

Nonresident businesses play no role in the political life of states where they have no 
property or employees. State tax administrators advocate an economic nexus standard, which is 
no standard at all, so they can export their states’ tax burdens to people outside their state. 
Businesses having no property or employees in a state place no burdens on a state’s resources. 
One of the cornerstones of the Supreme Court’s interstate tax jurisprudence is that in order for a 
tax to be sustained against a Commerce Clause challenge, the tax must be “fairly related to the 
services provided by the state.” See Complete Auto Trcmsit, Inc. v. Brady, 430 U.S. 274, 279 
(1977). Any claim that a nonresident business consumes “services provided by the state” is 
speculative at best. 

To give an example of the complexity an economic nexus standard could visit on a 
software vendor, imagine a developer of smartphone apps that the vendor sells for SI . 00 per 
download. The app is downloaded to thousands of customers in every state and locality in the 
United States. An economic nexus standard would expose such a vendor to reporting, payment 
and audit liability in every state, county, city and special assessment districts, like transit 
districts, water drainage districts and mosquito abatement districts, in the country. In light of this 
compliance burden, there is not enough money in the app to make its development worthwhile. 

Congress Has a Role: 

There is no question that Congress has a role to play in bringing clarity to the definition 
of “nexus.” First, the Supreme Court has noted that Congress is best suited to resolve these 
issues: 


This aspect of our decision is made easier by the fact that the underlying issue is not only 
one that Congress may be better qualified to resolve, [n.lO] but also one that Congress 
has the ultimate power to resolve. No matter how we evaluate the burdens that use taxes 
impose on interstate commerce. Congress remains free to disagree with our conclusions. 

Quill, supra, at 318. 

The Supreme Court thus has made it clear that Congress, pursuant to its power under the 
Commerce Clause, is the ultimate arbiter when it comes to defining the contours of the interstate 
taxing powers of the states. Indeed, the above quote from the Quill decision seems almost an 
invitation for Congress to exercise such power. The fact that the Court has not spoken on the 
issue of “nexus” in the 19 years since it issued the Quill decision suggests that the Court is 
disinclined to offer much needed guidance with respect to these issues. 

Additionally, the Congress previously used its power under the Commerce Clause to 
provide some guidance for interstate taxpayers. In 1 959, in response to the Supreme Court’s 
decision in Northwestern States Portland Cement Co. v. Minnesota, 358 U. S. 450 (1959), 
Congress enacted P.L. 86-272 prohibiting states from imposing net income taxes on out-of-state 
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taxpayers whose only contacts with a state were the solicitation by employees or representatives 
of a seller of orders for sales of tangible personal property where the orders were sent out of the 
state for acceptance and were fulfilled by shipment or delivery from a point outside the state. 

See 15U.S.C. Sec. 381. 

The problem with P.L. 86-272 is its 1959 vintage. P.L. 86-272 does not encompass the 
myriad interstate business practices which have grown up since the enactment. Because it is 
limited to sales of tangible personal property, P.L. 86-272 may not apply to licenses of software 
nor sales of electronically supplied services, business models that did not exist in 1 959, Nor 
does P.L. 86-272 encompass other types of state taxes, such as gross receipts taxes, which were 
not in favor at the time of its enactment and which many states have since imposed in order to 
circumvent P.L. 86-272’ s protections. 

States are becoming increasingly aggressive in pursuing out-of-state companies with no 
physical presence in the taxing state for state income or other business activity taxes. These 
companies with no physical presence consume no state resources for which they ought to 
compensate. These states seek to export their tax burden to taxpayers who play no role in the 
political life of the state. 

Congress Should Act: 

As noted above, there is confusion and uncertainty over the application of the “substantial 
nexus” standard and Congress has the power under the Commerce Clause to address and clarify 
when out-of-state taxpayers have a tax obligation to another state. The legislation on which the 
Subcommittee is holding this hearing, “The Business Activity Tax Simplification Act of 201 1, 
H.R. 1439 (“BATSA”), would make it clear that an out-of-state firm has no obligation to a state 
for a tax based on business activity unless the firm has a physical presence in the state. The bill 
would clarify what physical presence means and quantify the level of physical presence a firm 
must have in a state before a tax obligation arises. The bill would modernize P.L. 86-272 so that 
it applies to software licenses, sales of services and other types of business activity taxes. In 
addition, the bill would put a stop to states’ attempts to circumvent the existing physical presence 
standard through technical changes to their apportionment formulae applicable to affiliated 
persons, which have the effect to subjecting to tax business activity taking place in other states. 

We urge the Subcommittee to mark the bill up and report it to the full committee at its 
earliest opportunity. 

Conclusion: 

SoFTEC thanks the Chairman and Ranking Member of the Subcommittee for holding this 
important hearing and for the opportunity to submit these remarks and ask that they be made a 
part of the record of the hearing. 
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EXECUTIVE SUMMARY^ 


Over fifty years ago, Congress enacted Public Law 86-272 in 
response to a United States Supreme Court decision regarding a state’s 
ability to tax purely interstate activities. Public Law 86-272 prohibits states 
and localities from imposing income taxes on a business whose activities 
within the state are limited to soliciting sales of tangible personal property, if 
those orders are accepted outside the state and the goods are shipped or 
delivered into the state from outside the state. Despite tlie stated intention of 
Congress that Public Law 86-272 was to be a temporary solution and the 
undeniable shift in the focus of the economy from goods to services and 
intangibles since 1959, Public Law 86-272 remains on the books, a 
seemingly permanent fixture in the ever-changing landscape of state 
taxation. 


Recently, a growing trend by the states to impose taxes on out- 
of-state corporations based on a theory of “economic nexus,” a standard for 
determining taxable presence in a partieular state based on a corporation’s 
economic relationship to persons in that state, has resulted in widespread 
litigation. Corporate taxpayers and state taxing authorities arc at odds over 
whether such taxes properly reflect appreciable benefits received by a 
corporation from the taxing jurisdiction. Notably, the United States 
Supreme Court has remained silent on the issue. 

The Business Activity Tax Simplification Act of 2009 would 
modernize current law' and provide definitive standards to govern when 
states may impose certain taxes on purely interstate activities. By 
modernizing the law' to cover recently-invented taxes such as single business 
taxes, commercial activity taxes, and margin taxes, as well as other taxes 
imposed directly on a business such as gross receipts taxes, franchise taxes, 
capital stock taxes, and business and occupation taxes, and by imposing a 


Tim Gustafson is an associate with Morrison & Foerster LLP. The views expressed herein are those of the 
author and do not necessarily reflect the views of Morrison & Foerster LLP, The information contained 
herein is general in nature and is not intended, and should not be construed, as legal, accounting, or lax 
advice or an opinion provided by Morrison & Foerster LLP to the reader. The reader also is cautioned that 
this materia] may not be applicable to, or suitable for, the reader’s specific circumstances or needs, and may 
require consideration of non-tax and otlier factors if any action is to be contemplated. The reader should 
contact his or her tax advisor prior to taking any action based upon this information. Morrison & Foerster 
LLP assumes no obligation to inform the reader of any changes in tax laws or other factors that could affect 
the information contained herein. 
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bright-line physical presence standard whereby such taxes could only be on 
those businesses that have a physical presence (employees, agents, or 
taxable property') within the taxing jurisdiction, the proposed legislation 
would minimize litigation to a large extent and ensure fairness in today’s 
economy. Valuable resources w'ould be saved by both state governments 
and the business community; moreover, a chilling effect on commerce 
w'ould be removed. 
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DISCUSSION 


I. BACKGROUND 

“Unless immediate action is taken at this time, it is feared that the 
States will amend their laws to further encroach upon interstate commerce.”'* 

So spoke Senator Byrd of Virginia on August 11, 1959, in response to 
the United States Supreme Court’s opinion in Northwestern Cement v. 
Minnesota^ and on behalf of Public Law 86-272 (“P.L, 86-272”). Over fifty 
years later, the disquieting significance of Senator Byrd’s plea is more 
pertinent than ever. VTiile prohibiting a state from imposing an income tax 
upon a corporation whose only activity carried on within the state is 
“solicitation” of orders for the sale of tangible personal property', P.L. 86- 
272 to many taxpayers is an anachronism, a static solution for a dynamic 
problem that needs to be revisited. The Business Activity Tax 
Simplification Act of 2009 (“BATSA 2009”)'’ modernizes P.L, 86-272 and 
responds to continuing concerns in an effective and contemporary manner. 

A. P.L. 86-272 

1. The Impetus: Northwestern Cement v. Minnesota 

In 1959, the U.S. Supreme Court upheld a state’s power 
to tax income generated from purely interstate activities in Northwestern 
Cement v, Minnesota? Northwestern Cement arose when two state supreme 
courts, considering similar factual scenarios, arrived at diametrically 
opposed conclusions regarding whether a state statute may properly tax 
income generated from activities exclusively in furdierance of interstate 
commerce,* In each case, a company had within the taxing state a 
permanent office and one or more salesmen who actively solicited within the 
state orders for the purchase of the company’s products. However, all orders 
were accepted at, and filled from, the company’s head office in another state. 
The Supreme Court of Minnesota had upheld the validity' of a state statute 


Sen. Byrd (VA), Cong. Rcc. (Aug. 19, 1959) at 16354. 

^358 U.S. 450 (1959). 

Mi.R. 1083.(2009). 

’ 358 U.S. 450 (1959). 

^ State V, Nonhwesiern States Portland Cement Co., 250 Minn. 32 (1957); Stockholm Valves & Fittings, 
Inc. V. Williams., 213 Ga. 713 (1957). 
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taxing such transactions.® The Supreme Court of Georgia, on the other hand, 
had held that a similar statute, as applied, violated both the Due Process 
Clause and the Commerce Clause of the Federal Constitution.'® Making a 
determination that the net income derived from the operations of the 
companies within the taxing states provided a sufficient nexus with 
Miimesota and Georgia for taxing purposes, the U.S. Supreme Court 
affirmed the former, reversed the latter and held that such state taxes violate 
neither the Commerce Clause nor the Due Process Clause of the Federal 
Constitution. 

Specifically, the Court found such a tax to be valid if it 
does not discriminate against interstate commerce and is properly 
apportioned to the taxpayer’s activities within the state that create nexus. 
Moreover, the Court held' that such a tax was within the Due Process clause 
of the U.S. Constitution because fair apportionment led to only taxing 
income arising in the taxing state. The Court referred to its earlier decision, 
Wisconsin v. J.C. Penney Company, stating, “the ‘controlling question is 
w'hether the state has given anything for which it can ask return.’ Since by 
‘the practical operation of [the] tax the state has exerted its power in relation 
to opportunities which it has given, to protection which it has afforded, to 
benefits which it has conferred . . ■ it ‘is free to pmsue its own fiscal 
policies, unembarrassed by the Constitution.’”'^ 

2 . The Response; The P.L. 86-272 “Stopgap ” 

The “broad language”'^ found in the Northwestern 
Cement decision raised many concerns for businesses and Congress. Of 
particular concern for businesses was how to determine the type of activities 
in a state that would give rise to sufficient nexus so as to subject a business 
to income tax there. If such determination could be made, the question 


^ 250 Minn, at 44. 

'"213 Ga.at721. 

" 311 U.S. 435, 444 (1940). 

Northwestern Cement, 358 U.S. at 465. Piioi- to that time, there had been a “well-settled rule, stated in 
Norton Co. v. UUnois Dep't of Revenue, 340 U.S. 534 (1951), that solicitation in intcrslatc commerce was 
protected from taxation in the State wha^ the solicitation took place,” (fTisconsin Dep't of Revenue v. 
William WrigleyJr. Co., 505 U.S. 214, 238 (1992) (Kennedy, J., dissenting).) 

Sen, RPT.no. 658 (Aug. 11, 1959) to S. 2524. 

“ As did tire Courtis refusal to hear Brown-Forman Distillers Corp. v. Collector of Revenue, 234 La. 651 
(1958), appeal dism 'd and cert, denied, 359 U.S. 28 (1959), a case which found that the imposition of the 
Louisiana net income tax upon a Kentucky distiller did not hinder interstate commerce, despile the fact that 
the di.stiller’s only activity in Louisiana was the presence of “missionary men” who called on wholesalers 
but did not soiicit orders. 
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remained of how to fairly apportion income of a multistate business among 
states in which it had nexus under Northwestern Cement. Moreover, the 
Court’s latitudinous language allowed for non-uniform rules among the 
states, the costs of compliance with which might even exceed the tax owed 
in some cases, and the practical effect of w'hich might cause income from a 
single sale to be attributed to more than one state. 

Of concern for Congress was that such uncertainty and 
the burden of compliance that inevitably followed could lead some 
businesses, particularly small businesses, to limit their interstate activities,”^ 
There was even concern that states would use Northwestern Cement to 
assess taxes for past years.*^ 

Congress responded swiftly. Just seven months after 
Northwestern Cement was decided, P.L. 86-272 was enacted. The intended 
goal was a more certain rule for when a multistate business would be subject 
to income tax in any particular state. The articulated rule prohibited a state 
from imposing a net income tax (direct or indirect) upon a taxpayer if that 
taxpayer’s only in-state activity is “solicitation” of orders for the sale of 
tangible personal property, where the orders arc sent outside the state for 
approval or rejection and, if approved, are filled and delivered from a stock 
of goods located outside the state. 

The Senate Report noted that the legislation was “not a 
permanent solution to the problem.”*' Rather, the legislation was mtended 
to “serve as an effective stopgap or temporary solution while further studies 
are made of the problem,”'* despite tlie absence of a tennination date.*® 

B. Application of P.L. 86-272 

Shortly after its passage, state courts wrestled with the new 
legislation. In International Shoe Co. v. Cocreham,^^ the Louisiana 
Supreme Court revisited its pre-P.L. 86-272 decision in International Shoe 
Company v. Fontenot,^' in which it had found under an identical set of facts 


See Annette Neilen, “The 50th Anniversary of Public Law 86-272“ (March 27, 2008). 
“ See id. 

” SenateRpt.no. 658 (Aug. 11. 1959). 

'Nd. 

Cong. REC. (Aug. 19, 1959) at 16357. 

246 La. 244 (La. 1964). 

236 La. 279 (La. 1959), cert. demed3S9 U.S. 984 (1959). 
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that the company was liable for state taxes upon its net income arising from 
its operations in Louisiana. The court in International Shoe Co. v. 
Cocreham, however, held that the activities of the company carried on 
within the statc^^ were now protected by P.L. 86-272, and thus, the company 
was not taxable in the State of Louisiana. In effect, the second International 
Shoe decision deemed P.L, 86-272 a valid enactment by Congress. 

Similarly, the Supreme Court of Missouri applied the 
protections afforded by P.L. 86-272 to a foreign corporation in CIBA 
Pharmaceutical Products, Inc. v. State Tax Commission}'’ The court held 
that the State of Missouri may not burden interstate commerce and tax a 
foreign corporation whose only activities (solicitation of orders) were 
protected under the new federal law. 

Despite the state court decisions suggesting that P.L. 86-272 
w'as a constitutionally valid exercise of Congress' power to regulate 
interstate commerce, the legislation and its proposed progeny w'ere not 
without their critics. A study^'* completed in 1964 by the House Committee 
on the Judiciary Special Subcommittee on State Taxation of Interstate 
Commerce addressed the inherent tension betw'een “protecting businesses 
from uncertainty and multiple taxation and preserving state tax authority and 
revenues. The study, which concluded that, among other things, 
businesses should not be subject to direct taxes where business merely have 
customers but no physical presence, resulted in a series of proposed yet 
ultimately unsuccessful bills,^’ the revisions of which reflected the 
competing interests of the business community at large and the state taxing 
authorities. 


The company’s only business activities carried on within the State of Louisiana were the use of travelling 
salesmen in the state for the “solicitation” of orders for shoes that were forwarded to the company’s home 
office in St. Louis, Missouri, and then, if accepted, were filled and the merchandise shipped from outside 
the State of Louisiana. 246 La. at 251) 

3S2 S.W.2d 645 (Mo. 1964). 

P.L. 86-272 dit'ected Congress to . . make full and complete studies of all matters pertaining to the 
taxation by the States of income . . . from the conduct of business activities which are exclusively in 
furtherance of interstate commerce . . . for tlie purpose of recommending to the Congress proposed 
legislation, providing uniform standards to be observed by the states in imposing income taxes on income so 
derived.” 

Annette Nellen, “The 5Dth Anniversary of Public Law 86-272” (March 27, 2008). The study i.s known as 
the Willis Commission report. 

Special Subcomm, on State Taxation of Interstate Commerce of the House Comm, on the Judiciary of the 
U.S. House of Representatives, State Taxation of Interstate Commerce^ H,R,RBF.N0. 14S0, 88th Cong., 2d 
Sess.(1964). 

See, e.g., H.R, 1 1798 (1965); H.R. 16491 (1966); H.R, 2158 (1967). 
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The language of P.L. 86-272 limits its scope. The law applies 
only to income taxes, not to other business taxes such as gross receipts 
taxes.^* The law applies only to sales of tangible personal property, not to 
sales of services or intangibles. Thus, companies engaged exclusively in 
interstate commerce (albeit of a different type) found themselves and 
continue to find themselves subject to state taxation. 

With the “temporary” solution in place, constitutional nexus 
issues affecting all corporations not protected by P.L. 86-272 were battled 
out in the state courts, with the U.S. Supreme Court intervening from time to 
time to offer a modicum of clarity. Shortly after the passage of P.L. 86-272, 
the U.S. Supreme Court issued its decision in Scripto Inc. v, Carson.^^ 
articulating principles of attributional, or agency, nexus and leaving no 
doubt that activities performed in a state on behalf of a taxpayer may 
establish nexus to tax.^“ In the seminal case of National Bellas Hess, Inc. v. 
Department of Revenue,^^ the U.S, Supreme Court held tliat a state imposes 
an unconstitutional burden on interstate commerce when it attempts to force 
tax collection or remittance responsibilities on an out-of-state entity that 
lacks any “physical presence in the taxing State.”^^ In 1977, the Court in 
Complete Auto Transit, Inc. y. Brady a decision that applies equally to 
income, Ifanchise or transaction taxes, established a foiu-part test to 
determine whether a state tax imposed on transactions in interstate 
commerce violates the Commerce Clause.^'' The Court decided, in relevant 


The protections of P.L. 86-272 do not apply where a state’s corporate tax includes a non-income 
component. See Bantam Doubleday Dell Publishing v. Dep't of Treasiity, No. 243672 (Feb. 24, 2004) 
(holding P.L. 86-272 does not apply to the single business tax). 

^“^362 U.S. 207 (1960). 

Following Scfipio, state tax agencies and stale courts found attributional nexus where the activities of an 
in-state representative or affiliate were attributable to an oul-of-state company. See, e.g.. In re Dari Indus., 
Inc., N.M. Taxn. and Rev, Dep’t., No. 04-03, 2, ''26/04; Western Acceptance Co. v. Dep't of Revenue, 572 
So.2d 497 (FI. 1985); .4vco Consumer Servs. Consumer Discount Co. One, Inc. v. Director, Div. of 
TcPtaUon, lOD N..I. 27 (K.J. 1985), Over 25 years after its decision in Scripto, the U.S. Supreme Court’s 
decision in J'yler Pipe Industries, Inc. v. Washington Dep't of Revenue, 483 U.S, 232 (1987) affirmed the 
agency prindple.s e.stablished in Scripto and agreed with the Washington Supreme Court that “’the crucial 
factor governing nexus is whether the activities performed in this state on behalf of the taxpayer are 
significantly associated w'ith the taxpayer’s ability to establish and maintain a market in this state for the 
sales,’” 483 U.S. at 250 (internal citation omitted). As discussed below, BATSA 2009 adopts similar 
language in providing for attributional nexus. 

^'386 U.S. 753 (1967). 

Quill Corp. V. North Dakota, 504 U.S. 298, 3 14 (1992). 

”430 U.S. 274 (1977). 

” Under Complete Auto, a state tax does not violate the Commerce Clause of the Federal Constitution 
where the tax (1) is applied to an activity with a substantial nexus with the taxing state; (2) is fairly 
apportioned; (3) does not discriminate against interstate commerce; and (4) is fairly related to the services 
provided by the state. 


8 


Tim Gustafson 



187 


part, that in the absence of congressional action, the Commerce Clause 
permits taxation of out-of-state businesses only where, inter alia, the tax “is 
applied to an activity with a substantial nexus with the taxing State.”^^ And 
in 1 992, the Court in Quill Corp. v. North Dakota^^ applied this test in the 
context of sales and use taxes and reaffiimed Bellas Hess, holding that a 
taxpayer, in addition to the activity, must have a “substantial nexus” with the 
state for purposes of state taxes and that for sales and use taxes, such a 
standard could be met only where the corporation has a “physical presence” 
in the taxing state/' 

Even P.L. 86-272 required some clarification. P.L. 86-272 does 
not define the term “solicitation.” After state court decisions interpreted tire 
term in inconsistent ways, from very broad to very restrictive, the U.S. 
Supreme Court weighed in. In Wisconsin Department of Revenue v. Willia?n 
Wrigley, Jr. Co.^^ the Court defined the term “solicitation of orders” to 
include “not just explicit verbal requests for orders, but also any speech or 
conduct that implicitly invites an order” and afforded immunity to activities 
that are “entirely ancillary to requests for purchases.”^® The Court also ruled 
that a de minimis rule applied to activities that may exceed solicitation, not 
wanting to abandon the principle in the context of a law such as P.L. 86-272, 
“which operates in such stark, all-or-nothing fashion.”'**’ The Court’s 
guidance in Wrigley notwithstanding, state courts and revenue departments 
continued to examine whetlier certain taxpayer activities qualify for 
protection under P.L. 86-272. 

II. PRESENT DAY STATE APPROACHES TO TAXATION OF 

INTERSTATE ACTIVITIES 

The American economy has changed dramatically since the enactment 
of P.L. 86-272 in 1959. There has been a clear shift in the focus of the 
economy from manufacturing and selling tangible personal property' to 
producing and selling services and intangibles, income from which is not 


430 U.S. at 279. 

’‘504 U.S. 298 (1992). 

Id. at 3 14. The Court in Quitl demarcated the purpose of the Commerce Clause nexus analysis, to “limit 
the reach of state taxing authority so as to ensure that state taxation does not unduly burden interstate 
commerce,” from that of the Due Process nexus analysis, which was based on “the fundamental fairness of 
governmental activity,” 504 U.S. at 312 - 313. 

505 U.S. 214 (1992). 

Id. at 223, 228. 

Id. at 231. 
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protected under P.L. 86-272. Also, some states have enacted business taxes 
that are not income taxes and instead look to gross receipts as their tax base 
(and, as such, are more akin to sales and use taxes). When a business is not 
covered by the “protection” of P.L. 86-272, Due Process and Commerce 
Clause guidance governs whether a state may tax the income of a multistate 
business. Most states have provided nexus guidance either legislatively or 
administratively, but as w'as the situation decades ago, such guidance is far 
from uniform among the states. 

A. Legislative Potpourri (Economic Nexus Legislation) 

Wiereas the U.S. Supreme Court has spoken on nexus in the 
past, to date it has kept mum regarding the rapidly evolving issue of 
economic nexus."" Many states have heard the U.S. Supreme Court’s 
silence loud and clear. Energized by the growing trend toward economic 
nexus, a number of states have recently flexed their constitutional muscles 
through the enactment of legislation to determine what activity of a business 
in that state makes that business subject to tax therein. 

New Hampshire, for example, adopted an economic nexus 
standard for purposes of its business profits tax, amending the statutory 
definition of business activity to include “a substantial economic presence 
evidenced by a purposeful direction of business toward the state. In 
considering the underlying legislation, the New Hampshire Senate had 
deferred consideration of this particular provision while the economic nexus 
question was pending before the U.S. Supreme Court."*^ On the day the 


banco, Inc. v. Director, Dlv. of Taxation^ 188 NJ. 380 (N,J, 2006), cert, denied., 551 U.S. 1131 
(2007); Capital One Bank v. Comm'r of Revenue, 453 Mass. 1 (Mass. 2009), cert, denied, 129 S. Ct. 2827 
(2009); A & F Trademark, Inc. v. Tolson, 167 N.C. App. 150 (N.C. Ct. App. 2004), cert, denied, 359 N.C. 
320, cert, denied, 546 U.S. 821 (2005); JC. Penney Nat'! Bank v. Johnson, 19 S.W.3d S3l (Teiin. Ct. App. 
1999), cert, denied, 531 U.S. 927 (2000); Geoffrey, Inc. v. S.C. Tax Common, 437 S.H.2d 13 (S.C. 1993), 
cert, denied, 510 U.S. 992 (1993); Tax Comm'r v. MBNA Am. Bank, N.A., 220 W. Va. 163 (W. Va. 2006). 
cert, denied, 551 U.S. 1141 (2007). 

K.H. Rev. Stat. Ann. § 77-A:l.XII. Along these same lines, the Oregon department of Revenue 
adopted Administrative Rule 150-317.010, which states, ‘‘[sjubstantial nexus exists where a taxpayer 
regularly takes advantage of Oregon’s economy to produce income for the taxpayer and may be established 
through the significant economic presence of a taxpayer in the state." The rule looks to the regularity of 
contacts in the state, deliberate marketing to or solicitation of Oregon endstomers, and gross receipts 
. attributable to Oregon customers or to the use of intangible property in the state. 

See banco, supra, and MBNA, supra. 
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Court denied certiorari, the legislation was amended and the economic nexus 
provision enacted.'*'* 

In California, “doing business” will be defined in accordance 
with the Multistate Tax Commission’s proposed “factor presence” nexus test 
for tax years beginning on or after January 1, 2011.'*^ Thus, a taxpayer will 
be considered to be doing business in California, and therefore subject to 
California’s corporation franchise tax, if it meets any of the following 
conditions: (1) the taxpayer is organized or commercially domiciled in 
California; (2) the taxpayer’s sales in California exceed the lesser of 
$500,000 or 25% of the taxpayer’s total sales; (3) the value of the taxpayer’s 
real and tangible personal property in California exceeds the lesser of 
$50,000 or 25% of the taxpayer’s total real and tangible personal property; 
or (4) the taxpayer pays compensation in California exceeding the lesser of 
$50,000 or 25% of the total compensation paid by the taxpayer.'**’ 

Connecticut also recently adopted an economic nexus standard 
for corporate income taxation effective for tax years beginning after 2009.'*’ 
Specifically, “[a]ny company that derives income from sources within this 
state, or that has a substantial economic presence within this state, 
evidenced by a purposeful direction of business toward this state, examined 
in light of the frequency, quantity and systematic nature of a company’s 
economic contacts with this state, without regard to physical presence, and 
to the extent permitted by the Constitution of the United States, shall be 
liable for the tax imposed under chapter 208 of the general statutes.”'*® 


See Chris Sullivan^ Analysis: New Hampshire Adopts Economic Nexus Standard, STATE Tax 
TODAY, 2007 STT 137-13 (July 17, 2007). 

See Factor Presence Nexus Standard for Business Activity Taxes, Multistate Tax Commission (approved 
Oct. 17. 2002; updated Sept. 2003). According to the proposal summary, the “factor presence nexus 
standard is intended to represent a simple, certain and ecjuitable standard for the collection of state business 
activity taxes"' (emphasis added). Ironically, the proposal summary attributes the “idea of fector presence 
nexus” and the elaboration of the concept to an article in the December 2000 edition of National Tax 
Journal entitled, “Ttnplementiiig State Corporate Income Taxes in the Digital Age” (emphasis added). 

Cal. rev. & Tax. Code § 23101 (2009). The threshold amounts used in this test will be adjusted 
annually for inflation. Similarly, the State of Colorado has recently proposed an amendment to its tax 
regulations allowing for the Multistate Tax Commission’s factor presence nexus model. Proposed 
Regulations 39-22-301,1, 1 CCR 201-2, 

Public Act No. 09-3, Sec. 90, 2009 Ct. ALS 3. Cf Regs. Conn. St. Agencies § 12-214-1, 

M, (emphasis added). 
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B. Judicial Potpourri (Economic Nexus Decisions) 

State courts have validated this legislative approach. Starting in 
the early 1990s and proliferating in recent years, some states have attempted 
to expand their tax base by assessing business activity taxes (i.e., non- 
income taxes) against out-of-state companies that have customers or 
intangibles but no property or employees in the taxing state. Under these 
circumstances P.L. 86-272 does not apply. As a defense in these cases, 
many businesses have argued that the physical presence nexus standard 
established by the U.S. Supreme Court in Quill must apply. 

Several court decisions, which recognized that the U.S. 
Supreme Court’s decision in Quill necessitated addressing the issue of 
“substantial nexus,” have nevertheless ruled that the physical presence 
standard established by Quill is only relevant for sales and use tax nexus and 
does not apply with regard to other types of taxes.'*'^ In these cases, the 
courts have held that the existence of “economic presence” is enough to 
create nexus for purposes of the Commerce Clause. Conflicting holdings 
exist in several jurisdictions and the U.S. Supreme Court has yet to grant 
review'. 


For example, in J.C. Penney National Bank v. Johnson, the 
Tennessee Supreme Court upheld on its merits a decision that state taxing 
authorities could not impose upon out-of-state corporations w'ith no in-state 
physical presence excise and franchise taxes on corporate earnings or 
profits.^” The Tennessee Court of Appeals held that no valid distinction can 
be drawn for Commerce Clause pui-poses between excise and franchise taxes 
and the sales and use taxes at issue in Bellas Hess and Quill: 

The only real issue is whether there is any reason 
to distinguish the present ease from Bellas Hess 
and Quill. The Commissioner argues that those 
eases are distinguishable because they involved 
use taxes, whereas the present case involves 
franchise and excise taxes. We must reject the 
Commissioner’s argument. While it is true that the 
Bellas Hess and Quill decisions focused on use 
taxes, we find no basis for concluding that the 


See. e.g.. Geoffrey, Inc. v. S.C. Tax Comm’n, supra, 

“ 19 S.W.3d 831, 838-39 (Tenn. Ct. App. 1999), cerl. denied, 531 U.S. 927 (2000). 
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analysis should be different in the present case. In 
fact, the Commissioner is unable to provide any 
authority as to why the analysis should be different 
for franchise and excise taxes.^' 

The Tennessee Supreme Court issued an Order denying review 
and allowing the Court of Appeals decision to be publishcd.^^ Under 
Tennessee law, denial of review by the Tennessee Supreme Court - unlike 
denial of certiorari by the U.S. Supreme Court - establishes agreement with 
the result below. The U.S. Supreme Court subsequently denied review. 

In contrast, and most recently, the Washington Court of 
Appeals ruled that a taxpayer without physical presence in the State of 
Washington was nevertheless found to have “substantial nexus” with the 
state for business and occupation tax purposes w'here the activities of the 
taxpayer’s employees were significantly associated with the taxpayer’s 
ability to establish and maintain its market there."^^ The taxpayer, an out-of- 
state manufacturer, unsuccessfully argued that physical presence w'as 
required to show substantial nexus under Quill. The court disagreed, 
concluding that the language in Quill was limited to cases involving sales 
and use taxes and thus not applicable to an excise tax levied for the privilege 
of doing business w'ithin the state.^' The court found that the taxpayer’s in- 
person customer visits, albeit infrequent, were necessaiy^ to maintain its in- 
state customer base, particularly in light of the taxpayer’s business strateg}' 
of maintaining long-term relationships with a small number of customers.^ 


19S,W. 3datS39. 

See Pemiey NationaJ Bank v. Johnson, Comm > of Revenue, No. M199S-00497-SC-R11-CV (Tenri. 
May 8, 2000) (per ciu’iam). By allowing the Court of Appeals opinion to be published, the Tennessee 
Supreme Court gave it precedential effect. As the Tennessee Supreme Court has explained, ”the published 
opinions of the intermediate appellate courts are opinions which have precedential value and may be relied 
upon by the bench and bar of this state as repre.senting the present state of the law with the same confidence 
and reliability a,s the published opinions of this Court, so long as either are not overruled or modified by 
subsequent decisions.” Meadows v. Stats, 849 2d 74S, 752 (Term, 1992). Thus, it is settled law in 
Tennessee that taxes upon income are subject to the Bellas physical-presence rule. 

Lamlec Corp. !•’. Washington Dep'f of Revenue, 151 Wn. App- 451, 466 (2009), pet for rev. granted, 
2010 Wash. LEXIS 157 (2010). The Supreme Court of Washington granted the taxpayer’s petition for 
review on February 11, 2010. 

’Vci at 463. 

’Urf. at 463-464. 

“Mat 465. 


13 


Tim Gustafson 



192 


IL BATSA 2009 

A. The Legislation 

BATSA 2009 would establish a bright-line “physical presence” 
standard for the imposition of state and local “business activity taxes.” In 
codifying this standard, no state would have the power to impose, assess, or 
collect a net income tax or other business activity tax on any person relating 
to such person’s activities in interstate commerce unless the person has a 
physical presence in the taxing state during the relevant taxable period. 
Carve-outs to the physical presence standard include a cle minimis physical 
presence exception (i.e., presence in a state for less than 15 days in a taxable 
year)” and presence in a state to “conduct limited or transient business 
activity.”"® 

BATSA 2009 would also modernize P.L. 86-272^^ so it would 
apply to all “business activity taxes,” which are defined as “any tax in the 
nature of a net income tax or measured by the amount of, or economic 
results of, business or related activity conducted in the State.” Notably, 
transaction taxes, such as sales and use taxes, are excluded from this 
defmition.®° P.L. 86-272’s limitation to solicitation of “sales” of “tangible 
personal property” would be removed and the law would apply to the 
solicitation of orders (which are sent outside the state for approval or 
rejection) or of “customers ... for sales or transactions.” The bill would 
also amend P.L. 86-272 to protect certain olher “business activities” fi'om 
the imposition of state “business activity taxes,” including “the furnishing of 
information to customers or affiliates” in the state; the “coverage of events 
or other gathering of information” in the state, “which information is used or 
disseminated from a point outside the State”; and “business activities 
directly related to [the taxpayer’s] potential or actual purchase of goods or 
services within the State if the final destination to purchase is made outside 
the State.” 


’’’ Prior versions of this legislation mandated a 21-day threshold. 

The legislation does not define “limited” or “tran.sicnt” for purposes of this exclusion. 

According to the terms of the legislation, nothing in the section of the bill relating to the physical 
presence slandai'd shall be “construed to modify, affect or supersede the operation” of P.L. 86-272. 

“ Remote vendor sales tax collection has become a subject of heightened interest to the states, businesses, 
and Congress, and has led to some talk of a federal legislative solution. For a general discussion of this 
issue, see Robert 11. Plattncr, Daniel Smirlock, & Mary Ellen Ladouceur, A New Way Forward far Remote 
Vendor Sales Tax Collection, S'l'A'tliTAX NOTES, Vol. 55, No. 3 (Jan. 18, 2010). 
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B. The Business Perspective 

Many businesses believe that they should continue to pay 
business activity taxes in those states where they receive direct benefits and 
protections, such as police, fire, sanitation, public schools, etc., from the 
state government, i.e., where they have substantial nexus with the taxing 
stale in the form of physical presence as constitutionally sanctioned by the 
U.S. Supreme Court in Bellas Hess and Quill. Many businesses thus support 
federal legislation, such as H.R. 1083, BATSA 2009, which would 
modernize current law and provide definite, specific standards to govern 
when slates may impose a business activity tax. BATSA 2009’s nexus 
standard would, from the business perspective: 

• ensure fairness; 

• minimize litigation; 

• create the kind of legally certain and stable business climate 
that encourages businesses to make business investments, 
expand interstate commerce, grow the economy, and create new 
jobs; and 

• ensure a level playing field for taxpayers by using a bright-line 
standard analogous to the permanent establishment standard 
used by the United States in international treaties.^' 

Moreover, the legislation would modernize current law and 
establish a clear and equitable bright line standard. Specifically; 

The legislation would modernize P.L. 86-272 by amending the 
law to apply to all sales and transactions, not just sales of tangible personal 
property andfo all business activity' taxes, not just net income taxes. 

The legislation would establish a physical presence nexus 
standard, whereby states and localities would be authorized to impose direct 
business activity taxes only on those businesses that have a physical 
presence (employees, agents, or property) within the taxing jurisdiction. 

BATSA 2009 establishes a threshold that is even lower than that set by the “permanent establishment" 
standard used by the federal government in international tax treaties with its trading partners. See OECD 
Model Tax Convention, Article o. Under the terms of the convention, a “permanent establishment” is 
generally defined as “a fixed place of business through which the business of an enterprise Is wholly or 
partly eanied on ” OECD Model Tax Convention, Articles 5, 7. 
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Moreover, the legislation would define “physical presence” to include 
businesses that assign one or more employees to the state, use an exclusive 
agent in the state or lease or own tangible properly or real propert)' in the 
state. 


The legislation would cover those taxes imposed directly on a 
business such as corporate income taxes, gross receipts taxes, franchise 
taxes, single business taxes, capital stock taxes, and business and occupation 
taxes. It does not apply to personal income taxes, direct or indirect 
transaction taxes (e.g., sales and use taxes based on gross receipts) or to state 
taxes based on gross insurance premiums. 

The legislation would identify certain taxable activities giving 
rise to sufficient nexus, such that states and localities would be authorized to 
impose business activity taxes only on companies that lease or own property, 
employ employees, or use certain services of an in-state person in a taxing 
jurisdiction. 

The legislation would protect certain activities in addition to 
solicitation. The legislation would protect from taxation businesses that 
merely furnish information to customers or affiliates in the state, cover 
events or gather information in tlie state, or engage in business activity 
directly related to the potential or actual purchase of goods or services 
within the state if the final decision to purchase is made outside the state. In 
other words, protections primarily apply to situations where the business is 
patronizing the local market (i.e., being a customer), and thereby generating 
economic activity in the state that produces other tax revenues for the state, 
rather than exploiting that market. 

The legislation specifies the circumstances governing the 
attribution of presence to a corporation. The activities and/or presence of an 
in-state person may be attributable to a business only when the in-.state 
person performs activities that enhance or maintain the market in the state 
for the out-of-state business on an exclusive basis.^^ 

Lastly, the legislation allows for de minimis physical presence 
so that physical presence under the law' would not include presence in a state 


“n.R. 1083 § 3(b)(1)(B). 
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for less than 15 days in a taxable year, or presence in a state to conduct 
limited or transient business activity. 

C. The State Perspective 

In considering previous iterations of the present bill, states have 
raised a number of questions regarding federal legislation in this arena, For 
example:'’^ 

Do not the principles of federalism preclude congress from 
interfering in how a state chooses to structure its own tax system, 
particularly by altering the constitutional standard that governs when a 
state may tax companies conducting business within its borders?^^ 

Certainly, tension exists between the authority of Congress to 
regulate interstate commerce and a state’s authority' to tax. Nevertheless, 
despite the fact the U.S. Supreme Court has never required a physical 
presence standard for imposing business activity taxes, Congress “retains 
ample power to modify . . , [J any . . . rule the Court has articulated under the 
Commerce Clause[] in forging a legislative solution to the problems of state 
taxes affecting interstate commerce.”^^ This is because Congress has been 
given the authority to ensure that interstate commerce is not burdened by 
state action.^’ A state, on the other hand, is free to determine what type of 
tax to impose, how to apportion the income that is taxed in the state, and 
which types of expenses will result in credits or deductions, among other 
things, within these jurisdictional standards. 

By limiting a state’s tax base, small, would not instate 
corporations bear a disproportionate tax burden when compared to large 


“ H.R. 1083 § 3(bX2)(.A), 

^ The examples given are by no means exhaustive and are drawn from but one submission in opposition to 
one bill. Rather, the questions and the accompanying responses are merely modern manifestations of the 
arguments at play since the passage of P.L. 86-272 and the issuance of the Congressional Willis 
Commission report. 

See Ltr. from the National Governors Association to the Senate Finance Committee, dated June 1, 2006. 
A similar argument was raised during a recent hearing before the House of Representatives Subcommittee 
on Commercial and Administrative Law. See Statement of R, Bruce Johnson, Chair, Utah State Tax 
Commission, Appearing on Behalf of tlie Federation of Tax Administrators, Before the Subcommittee on 
Commercial and Administrative Law (I’eb. 4, 2010). 

Testimony of Walter Hellerstein, Llefore the Subcommittee on Commercial and Administrative Law, A 
Pnmer on State Tax Nexns: Law, Power, and Policy (Feb. 4, 2010). 

U.S. Const, art. I, § 8, cl. 3, 
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out-of-state corporations that could compete for customers and earn revenue 
in a state without incurring tax liability?^^ 

As stated above, businesses, including small businesses, 
generally want to pay their fair share of taxes where they receive direct 
benefits and protections, i.e,, where they have substantial nexus with the 
taxing state in the form of physical presence. BATSA 2009 would not 
require small businesses to pay more tax to a particular state in which they 
have physical presence. Instead, the bill would eliminate the considerable 
variations between state business activity taxes which small businesses are 
finding “inordinately burdensome and difficult to antici|)ate” and which 
“significantly inhibit their ability to engage in commerce.” 

Lastly, could not the legislation result in a loss of state tax 
revenue? (One survey released by the National Governors Association in 
2005 found that a similar bill would cost states in the billions annually.f^ 

Not surprisingly, different studies have touted different 
results,^^ Empirical data showing where the revenue losses w'ould come 
from is hard to come by. One reason is that many states do not impose 
income taxes on businesses absent physical prcs.cnce in the state. Another is 
that states will certainly enact legislation responding to BATSA 2009 in 
order to capture revenue from out-of-state corporations which are enhancing 
or maintaining a market within the state. Numeric discrepancies aside, 
rendering unto Caesar what is Caesar’s necessitates knowing what in fact 
belongs to Caesar. In other words, how can a state bemoan the denial of 
what it was never fairly entitled to collect? 

III. CONCLUSION 

“This effort by a large number of States to impose business activity 
taxes based on economic presence has the potential to open a Pandora’s Box 


“ See Ltr, from the National Governors Association to the Senate Finance Committee (June 1, 2006). 

" Hon. Nydia M. Velfequez, Chairwoman, News from the Committee on Small Business, CommUtee 
Examines Business Activity Taxes and their Effects un Small Firms (Feb. 14, 200S). 

See Impact of H.R. 1956, Business Activity Tux Simplification Act of 2005, on States, National 
Governors’ Association (Sept. 26. 2005). 

’ See, e.g., Response to the National Governor Association Estimates of the State and Local Tax Impact of 
H.R. 1956, Council on State Taxation (Oct. 6, 2005); Ernst & Young, animates of Impact of H.R. 1956 on 
State and Local Business Tax Collections (July 25, 2006), Hut see Congressional Budget Office Cost 
Estimate, HR. 1956 Budget Activity Tax Simplification Act of 2005. 
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of negative implications for businesses” and “[tjor many businesses, this 
will serve as a death knell for growth and expansion.” 

So spoke Senator Crapo in support of the Business Activity Tax 
Simplification Act of 2007 and in response to the proliferation of state court 
decisions and state legislative actions establishing the principal of economic 
nexus, These echoes of Senator Byrd’s portent continue to reverberate 
over fifty years later as evolving technology and a shifting economy inspire 
states to find new ways to answer the old question: on what basis can a state 
tax a business on that business’ purely interstate activities? 

The answer, however, should come from Congress: 

“The solution to these problems ought not to rest on the self-serving 
determination of the States of what they arc entitled to out of the Nation’s 
resources. Congress alone can formulate policies founded upon economic 
realities, perhaps to be applied to the myriad situation involved by a properly- 
constituted and duly informed administrative agency. 

The answer should be BATSA 2009. 


Sen. Crapo (ID), COMG. REC. (July 28, 2007) at S8096. 

” Northwestern Cement, 358 U.S. al 477 (Fraiikfurter, I., dissenting), 
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TENNESSEE 

EXPRESS 


April 11. 20)1 

Cbatnoao Howard Coble 
Ranking Member Stephen Cohen 
Uoiuc Judiciary Commioee 

Subcormniticc on Commercial and Administrative Lew 
517 Cannon House Office Building 
Wasbingion, DC 20515 



Dear Chairman Coble and Ranking Member Cohen: 

! am the CEO ofTeniwssce Commercial Warehouse (“TCW~). a Tennessee compan> founded in lW8. I am 
writing tu respectfully urge your Subcommittee and the hill House Judiciary CommitTee to act quickly to mark- 
up and favorably report out H R. the Business Activity Tax Simplincation Act of 201 1 (' BATSA**) 

TCW was founded as a warehousing business, to the years Bincc. we have expanded om operations to include 
consolidation and distribution services, intennodal uperatiuns, dedicated Iransportaiion services and speciaiked 
transportation services. TCW is headquartered in Nashville, but we also have operauuns and employees in 
Memphis and Kingsport 

Ihe business activity tax nexus issue is a priority for TCW. As you know, the issue relates to the circumstances 
in which a state may properly assess incorac-baKd taxes against a non-resident business Traditionally, the 
stales and the courts accepted the historic pnncrpk that a business musi have a "physical presence" in a state 
before that state may assess such tax. More recently, some states have abandoned the traditional physical 
presence nexus standard and have attempted to assert a right to tax noti-resideiu busines.scs based on a theory 
called "economic nexus," which claims authority to tax the income or gross receipts of companies who have 
merely customers, but no physical presence, in the taxing jurisdiction. Such effons by states to 
unconstimtionally expand their taxing authority have led to unfairness and uncertaioty, increased compliance 
costs, hindered business expansion, put companies at risk of duplicative over-taxation and threatened revenue 
collections of states that fully comply with constirurional nexus requirements. 

BATSA would provide a much-needed bright-line physical presence nexus standard that is lair, clear and 
predictable. Enactment of the bill would eliminate confusion fbr companies that operate in inlersiaie commerce, 
resulting in less litigation, fewer nexus audits, less tax compliance guesswork and, thus, greater investniem in 
business growth and j'obs. 

This problem has reached a critical point and should be addressed by Congress. TCW believes that BAT SA 
provides the appropriate solution and would foster the growth and development ol our compony imd other 
lennessec companies that operate in mterstate commerce 

Thank you for your attention to this issue. 

StnCCTcly, 

Scott George 
ChierExccuiive OfTiccr 
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rabank ^ 

PiVc Star Service GuarMfca/{*^ 

BC-MN-H19U 
800 Nicollet Mall 
Minneapolis, kIN 55402 



The Honorable Howard Coble, Chairman April 12, 201 1 

The Honorable Steve Cohen, Ranking Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Coimnittee 

United States House of Representatives 

517 Cannon House Office Building 

Washington, DC 20515 

Re: Hearing on H.R. 1459: The Business Activity Tax Simplification Act of 
2011 

Dear Chairman Coble and Ranking Member Cohen: 

Mr. Chairman and Members of the Committee, I am Rebecca Paulsen, Vice President, 
State 'I’ax, for U.S. Bancorp. I appreciate the opportunity to share with you my views on 
the important issue that you have before you — Il.R. 1439, tiie Business Activity Tax 
Simplification Act of 2011 (“BATSA’^. 

U.S. Bancorp (NYSE: USB), with $30K billion in assets as of Dec. 31 , 2010, is the parent 
company of U.S. Bank N,A., the fifth largest commercial bank in the United States. The 
company operates 3,069 banking offices in 25 slates as well as 5,310 ATMs, and 
provides a comprehensive line of banking, brokerage, insurance, investment, mortgage, 
trust and payment services products to consumers, businesses and institutions. 

Businesses Need Clarity and Certainty’ to Proceed; 

Unclear Nexus Rules Preclude Their Ability to Make Good Business Decisions 

This testimony in support of H.R. 1439 is .submitted to encourage your recommendation 
of this bill to both ease the burden of tax compliance on American bu.sines.ses, and to 
provide some clarity and uniformity in state business taxes. It is a well-established fact 
that businesses are under significant strain due to the severe downturn in the economy: 
and it is also a fact that uncertainty of any kind, but particularly that imposed by 
government, discourages companies from investing, hiring and growing exactly w'hat 
thi.s country needs to gel back on its collective feel. 
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I am not normally an advocate of federal preenqjtion of slates’ rights; however, Qie 
unprecedented proliferation of complicated, expensive, and onerous taxation schemes 
that have been heaped upon business taapayers by many, many jurisdictions over the last 
several years have pushed me to request that Congress step in to restore some semblance 
of order in an otherwise chaotic system of contusing and often conflicting state laws. In 
their attempt to close ever-widening budget holes, along with a need in some cases, to 
appease voters’ calls for businesses to “pay their fair sliare,” state legislators have caused 
more problems than they have fixed, and have surely slow^ed the economic recovery wc 
all hope to see. 

H.R. 1439 would provide some much-needed clarity in the otherwise murky world of 
state income taxation, with respect to what subjects a business to taxation in a particular 
jurisdiction. It has long been held that in order for a state or other political jurisdiction to 
tax a profil-making enterpri.se, that enterprise had to be physically present in the state -- 
utilizing the sendees and reaping the benefits provided by the govemmentd bodies in 
tliat jurisdiction. However, due in part to shrinking state coffers and growing state 
budgets, state politicians are increasingly looking to businesses to malce up the gap - 
businesses, as we all know, can’t vote. 

This would appear to be a logical solution on its face, but wlien looked at more closely, 
this is exactly the wrong answer to the problem. Businesses have three main 
constituents: Employees, Customers, and Shareholders. All three of these groups are 
adversely affected w'hen there is uncertainly about the future; businesses tend to be 
reluctant to act in these siluation.s - capital is boarded, open positions are not filled, new' 
products are not developed, and dividends arc not paid. This creates a circular chain of 
events that, until it is broken, will keep the business (and the broader economy) on a 
downward spiral - less spending, fewer employees, lower wages, less profit, and fewer 
dividends - everybody loses, liven the government Because when businesses hire fewer 
workers, pay lower w'a&es. restrict investment, become unprofitable, aiid reduce 
dividends, the tax revenue from every one of those activities goes down or even away. 

Examples of tlie uncertainty surrounding the area of tax nexus for businesses can be 
found in just about e>'ery jurisdiction, but several high profile cases over the past few 
years, as well as some very new' proposals being floated by stale legislatures, provide 
specific instances where H.R. 1439 would be most helpful, both in reducing compliance 
costs, and in providing certainly regarding the future tax effects of business decisions 
made today. 

Many companies, including financial services companies, are subject to tax in multiple 
jurisdictions, each one of which has its own. method of taxing business i ncome. 
Additionally, states and localities have differing means of determining who is subject to 
tax in their j urisdiction. This dizzying array of varying methodologies imposes a 
significant compliance burden on laxpayCTS, draining precious resources away from the 
productive enterprise mto tlie nonproductive exercise of filling out governmental 
paperwork. 
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I'he means of determining taxation have changed over the past several years, from being 
primarily driven by the physical location of the company, rather than the location of the 
customers. This was ostensibly due to the need for governments to recover the cost of 
services provided to businesses operatii^ within their borders. Of late, however, some 
taxing juiisdiclions have begun requiring business taxpayers to file and pay taxes based 
not on where the company is located, but based on where the customers of the company 
are located. 

Some states aie beriming to assess penalties; in the case of Washmglon stale, a new', 

35% penalty has been enacted, which will be assessed against any business taxpayer 
which, in the Department’s opinion, has engaged in an “abusive” transaction. Based on 
anecdotal evidence, and with the change to economic nexus, taxpayers are legitimately 
concerned that they could be subject to a gross receipts tax, based purely on sales to 
Washington residents, which would in some cases exceed the profit margins on the 
products and services being sold, plus a 35% penally, because they did not file a Business 
and Occupation tax return for a subsidiary which has no presence in the state. 

The state asseits that the business is benefitting from all the services provided by the 
state’s government, and therefore, it must be required to pay taxes to reimburse the stale 
for spending all that money to provide those services. However, the services typically 
cited by the government are for things like police and fire protection (whose, if the 
business is not actually there?) a court system (how many oiU-of-statc companies actually 
use the eourt system of a state in which they arc not present, and don’t they generally 
have to pay court costs separately, anyway?), roads and public transportation (again, 
whose, if the business is not even present?) and for “u marketplace,” (how does that cost 
the government anything?). The total stale and local business tax burden is 83% higher 
than the estimated value of public services directly benefiting businesses.’ The 
“reimbursement” argument for businesses wdth no physical presence in a taxing 
juri.sdiction i.s fallaclou-s, and must be removed from the debate. 

Public Law 86-272 Protection Should be Available to Evety one 

Taxpayers were afforded some protection from the whims of state revenue collectors 
through the actions of Congress in the passage of P.L 86-272, which offem a bright line 
test for nexus-causing activities of businesses making sales of tangible personal properly. 
This test, however, does not provide any certainty for businesses which either do not sell 
tangible personal property, or may be subject to a non-net income based tax. P.L. 86-272 
only applies to net income taxes. So any gross receipts, capital, or modified gross 
receipts tax levied on businesses would not fell under the purview of P.L. 86-272 
protection. 

Tills has caused many businesses a great deal of difficuitv' in determining if they are 
required to file returns and pay taxes in jurisdictions where prior to the new' form of 
taxation, they had no filing requirement. This causes problems in the financial 


' Total State and Local Dusiness Taxes, 50 stale estimates for flie ilscal year. Ernst Ik. Young - Andrew 
Phillips, Robert Cline, and Thomas Neubig. 
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accounting world because under the sttindard accounting rules, companies are required to 
record a reserve for potential taxes that arc ‘^ore likely than not” going to be due. A 
business has no way to determine, absent an audit (and unless the taxpayer chooses to 
litigate, in this world of massive budget deficits, the Revenue Departments will choose to 
err on the side of assessing the lax and hoping that it sticks), if it is required to file and 
pay tlie tax. These compliance costs, coiqilcd with the financial statement impact of 
reserving for possible additional taxes, are adding a burden to the nation's businesses that 
is not only unhelpful to the recovery process, but in fact harmful. 

Additionally, the pro-tax advocates argue that businesses mast pay their “fair share” of 
taxes. How that is defined, and who gets to decide what is “feir” has morphed over the 
years to being “as much as we can get aw'ay with” and “anyone with a good cause,” 
respectively. Businesses already pay over 44% of all state and local taxes in this 
country.^ As unemployment goes up, and corporate income taxes are changed to 
gross income taxes, (so that drops in corpt>rate income do not result in drops in corporate 
tax), the ratio of business-to-consumer taxes is only going to increase. 

Conclusion 

The real issue is that businesses do not pay taxes - people do. And if a government 
levies a Lax on a busjne.ss, that business will pass the tax on to one of the three 
constituents above - its employees, its customers, or its shareholders - or any 
combination of the above. Tliis equates to being a sneaky way to raise taxes on 
individuals without telling them that it is happening. Businesses should only pay enough 
tax to reimburse the taxing jurisdiction for the goods and services it provides to the 
business - an educated workforce, roads and bridges (infrastructure), police and fire 
protection, access to die court system, and in the case of the federal government, national 
security. Business taxes which purport to tax u business fairly would not include levying 
a tax on the income of a company with no physical presence in the state, since that 
business would be deriving no benefits from the state which would cost monej' to 
provide. 

A fairer solution to die question of state and local business taxation is contained in the 
language of H.R. 1439, and I respectfully urge your support. 

If you have any questions, please feel free to contact me at 612-303-4347. 

Sincerely, 



Rebecca^]. Paulsen 
VP, Sr. State Tax Director 


Id. 
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Comments of the United States Council Tor International Business 
Before the House Judiciary Committee 
Subcommittee on Commercial and Administrative Law 
Hearing on H.R. 1439; The Business Activity Tax Simplillcation Act of 2111 1 
April 13.2011 


The United Stales Council for Intcmalional Business (LLSCIB) promotes open markets, 
competitiveness and innovation, sustainable development and corporate responsibility, 
supported by international engagement and prudent regulation Its members include lop 
U S -based global companies and professional services firms from every sector of our 
economy, with trperations in every region of the world. With a unique global network 
encompassing the International Chamber of Commerce, the International Organization of 
Employers and the Business and Industry Advisory Committee to the OECD, USCIB 
provides business views to policy makers and regulatory authorities worldwide, and 
works to facilitate international trade and investment 

USCIB applauds the Subcommittee on Courts, Commercial and Administrative Law for 
its attention to the important issue of the nexus rules applicable to slate taxation of the 
income of nonresident businesses We strongly support the Business Activity Tax 
Simplificalton Act of 201 1 (“BATSA'*). H R 1439, and respectfully urge the 
Subcommittee to act quickly to favorably report the bill to tlie full Committee 

BATSA, introduced by Reps Bob Goodlatte (R-VA) and Bobby Scott (D-VA), has 
strong bipartisan support among members of the House Judiciary Committee The bill 
would clarify that the constitutional nexus standard applicable to state assessment of 
income and other direct taxes on business is physical presence The bill also articulates a 
bright-line physical presence standard that is fair, predictable and consistent 

All tax treaties to which the United States is party include a provision that prevents 
parties to those treaties from imposing any direct lax on a nonresident business unless the 
business has a “permanent establishment" in the taxing country ' “Pennaneni 
establishment" is defined as “a fixed place of business through which the business of an 
enterprise is wholly or partly carried on" — in other words, a physical presence nexus 
standard 


' Like most utlier counlncs. ihe United Slates iicnenilb Idllons tlie OECD’s Bilaleral Model Tax Trcat> as 
a model lo ensure lltal laxparers tune a level plus ing field and a bngtil-line lest for laxalion. Piustiaiil to 
dial model liealv. betbre a counbx can impose a lax on a noiuesidenl, such person niiisl tiave a "pcnnnncnl 
establislimenl' iIkiv. n liicli is defined as “a fixed place of business tluoiigli i> Inch Ihe business of an 
enicipiise is ivliolh or pnrib earned on ** Sec OECD Model Tax Comcnlion on Income and on Capilal 
Anicics 5. 7 
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Not only is BATSA’s physical presence nexus standard consistent with the permanent 
establishment standard, it actually sets a much lower threshold for the requisite physical 
presence required before a state can impose a direct tax on an out-of-state business 
Moreover, BATSA’s physical presence nexus standard accomplishes the same policy 
goals as the country’s tax treaties 

If BATSA is not enacted into law. the slates will be able to undermine the country’s 
inteniational tax treaties by using economic nexus theories to tax the income of 
international businesses that do not have any physical presence in that stale (and which 
are not subject to federal income taxation) Such actions by the states would severely 
undermine the country's negotiating position with foreign nations and invite reciprocal 
tactics by foreign nations against U S companies doing business abroad All of this 
would seriously compromise the competitive leadership of U S businesses 

I'he differences between an economic nexus standard for state level business activity 
taxes and a permanent establishment standard for federal income taxes lead to anomalous 
results for foreign companies doing business in the United States For instance, a foreign 
firm with no permanent establishment in the United States whose contacts with a slate 
rise to the level of economic nexus could be exposed to stale-level taxes on its business 
activity But. because it has no permanent establishment, it would be protected by the 
treaty from imposition of federal income taxes Adoption of a uniform standard that 
requires some level of physical presence for state taxes would provide some semblance of 
parity between the two lax regimes. 

We appreciate the opportunity to offer this testimony before the Subcommittee, and we 
look forward to working with the House Judiciary Committee, and with members of the 
Courts. Commercial and Administrative Law Subcommittee, to enact B.ATSA 
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